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The  Honorable  Otis  Bowen,  M.D. 
Secretary 

Department  of  Health  and  Human  Services 
Washington,   D.C.  20101 

Dear  Mr.  Secretary: 

I  am  pleased  to  transmit  to  you  the  annual  report  of  the 
Prospective  Payment  Assessment  Commission  as  required  by 
Section  1886   (e) (4)   of  the  Social  Security  Act  as  amended  by 
Public  Law  98-21.     This  report  contains  18  recommendations 
updating  the  Medicare  prospective  payments  and  modifying  the 
diagnosis-related  group   (DRG)   classification  and  weighting 
factors . 

The  report  also  provides  information  on  the  Commission's 
priorities,  the  status  of  the  Medicare  Prospective  Payment 
System  to  date,  and  a  description  of  ProPAC 1 s  agenda  for 
coming  years. 
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Stuart  H.  Altman,  Ph.D. 
Chairman 


Enclosure 


TABLE  OF  CONTENTS 


Chapter  Page 

EXECUTIVE  SUMMARY    3 

1.  INTRODUCTION  AND  COMMISSION  PRIORITIES    11 

Assessing  the  Medicare  Prospective  Payment  System    12 

Hospital-Level  Payment  Issues    12 

Patient-Level  Payment  Issues    14 

Impact  of  PPS    16 

Recent  Changes  in  Health  Financing  and  Public  Policy    17 

2.  RECOMMENDATIONS    21 

Overview  of  the  Commission's  Recommendations  for  Fiscal  Year  1989    21 

Updating  PPS  Payments    21 

Adjustments  to  the  PPS  Payment  Formula    22 

Quality  of  Care    23 

Patient  Classification  and  Case-Mix  Measurement    23 

DRG  Classification  and  Weighting  Factors    23 

Payment  for  Outlier  Cases    24 

Other  Issues  Considered  by  the  Commission    24 

New  and  Changing  Technologies  and  Practice  Patterns    24 

Specialty  Centers  and  Units    25 

Mechanical  Ventilation    25 

Multiple  Major  Joint  Replacements   26 

Thrombolytic  Therapy    26 

Adjustment  of  the  Standardized  Amounts  for  Expensive  Device  DRGs    26 

Acquired  Immune  Deficiency  Syndrome    26 

Hospital-Specific  Mortality  Statistics    27 

Recommendations  for  Fiscal  Year  1989    27 

Updating  PPS  Payments   27 

Recommendation    1:  Amount  of  the  Update  Factor  for  PPS  Hospitals    27 

Recommendation   2:  Adjustment  to  the  Level  of  the  Standardized  Amounts    29 

Recommendation   3:  Allowance  for  Scientific  and  Technological  Advancement  and 

Productivity  Goals,  and  Site-of-Care  Substitution    30 

Recommendation  4:  Adjustments  for  Case-Mix  Change    32 

Recommendation   5:  Update  Factor  for  Excluded  Hospitals  and  Distinct-Part  Units    33 

Recommendation  6:  Timely  and  Accurate  Medicare  Cost  Data    35 

Adjustments  to  the  PPS  Payment  Formula    36 

Recommendation   7:  Capital  Institutional  Neutrality    36 

Recommendation   8:  Indirect  Teaching  and  Disproportionate  Share  Adjustments    36 

Recommendation   9:  Labor  Market  Area  Definitions    38 

Recommendation  10:  Evaluation  of  Sole  Community  Hospital  Policies    39 

Recommendation  1 1 :  Clarification  of  Sole  Community  Hospital  Designation  Criteria    40 

Quality  of  Care    42 

Recommendation  1 2:  Evaluation  of  PRO  Review  and  Quality  of  Care    42 

Patient  Classification  and  Case-Mix  Measurement    43 

Recommendation  13:  Improvements  to  Case-Mix  Measurement    43 

Recommendation  14:  Coding  Improvements    44 


(v) 


DRG  Classification  and  Weighting  Factors    45 

Recommendation  15:  Method  of  Recalibrating  the  DRG  Weights    45 

Recommendation  16:  Improvements  to  DRG  468    46 

Recommendation  17:  Burn  Hospitals  and  Units    47 

Payment  for  Outlier  Cases    48 

Recommendation  18:  Outlier  Payment  Policy    48 

3.  ISSUES  FOR  FUTURE  CONSIDERATION    53 

Level  of  PPS  Payments    53 

Annual  Update  Factor    53 

PPS  Costs,  Revenues,  and  Operating  Margins    54 

Payment  Distribution  Issues    55 

DRG  Classifications  and  Weights    55 

Indirect  Teaching  and  Disproportionate  Share  Adjustments    55 

Outlier  Payments    55 

Payment  Adjustments  for  Geographical  Cost  Differences    56 

Variation  in  Resource  Use  and  the  Distribution  of  Payments    56 

Improving  the  Data  Used  for  Analyzing  PPS  Payments    57 

Hospital  Behavioral  Responses  to  PPS    58 

Management  Strategies    58 

Responses  to  the  Continuation  of  the  Capital  Cost  Pass-Through    58 

Shift  of  Services  for  an  Episode  of  Care    59 

Beneficiary  Access  and  Quality    60 

Measuring  the  Quality  of  Inpatient  Care    60 

Measuring  the  Quality  of  Non-Inpatient  Care    61 

Perceptions  of  Quality  of  Care    61 

4.  REPORT  APPENDIX    65 

Biographical  Sketches  of  Commissioners    65 

Prospective  Payment  Assessment  Commission  Policy  Statement    71 

Commission  Structure,  Assignments,  and  Meeting  Dates    72 

Statutory  Mandate  of  the  Commission    74 

Prospective  Payment  Terms    79 


(vi) 


Executive  Summary 
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Executive  Summary 


In  this  report,  the  Prospective  Payment 
Assessment  Commission  (ProPAC)  presents  rec- 
ommendations to  the  Secretary  of  the  Department 
of  Health  and  Human  Services  (HHS)  on  ways 
to  update  and  improve  the  Medicare  prospective 
payment  system  (PPS)  for  fiscal  year  1989.  The 
18  recommendations  in  the  report  reflect  the  col- 
lective judgment  of  ProPAC 's  17  Commissioners 
regarding  issues  of  substantial  importance  to  bene- 
ficiaries, hospitals,  and  the  Medicare  program. 

The  Commission  presents  these  recommenda- 
tions to  comply  with  its  statutory  mandate  and  to 
contribute  to  an  informed  and  open  debate  about 
hospital  payment  policy  under  PPS.  The  recom- 
mendations were  produced  through  a  process  of 
agenda  setting,  information  collection,  analysis, 
and  deliberation  that  has  continued  since  the  publi- 
cation of  the  Commission's  report  to  the  Secretary 
in  April  1987.  The  proposed  changes  are  neces- 
sary, in  the  Commission's  view,  to  maintain  access 
to  high-quality  health  care,  to  encourage  hospital 
productivity  and  cost-effectiveness,  and  to  permit 
the  adoption  of  innovative  and  appropriate  techno- 
logical change.  The  following  major  areas  are 
addressed  in  this  year's  recommendations. 

Updating  PPS  Payments — The  Commission 
recommends  an  average  increase  in  the  level  of 
PPS  prices  of  3.9  percent  for  fiscal  year  1989.  This 
would  provide  an  increase  of  3.8  percent  for  urban 
hospitals  and  4.6  percent  for  rural  hospitals. 

The  update  factor  recommendations  combine 
several  components.  The  largest  is  the  PPS  market 
basket,  which  is  used  to  estimate  inflation  in  the 
prices  of  goods  and  services  purchased  by  hospi- 
tals. At  the  time  the  Commission  developed  its 
recommendation,  the  market  basket  was  forecast  to 
increase  5.1  percent  in  fiscal  year  1989.  The  Com- 
mission also  recommends  a  net  negative  adjust- 
ment of  0.1  percent,  which  takes  into  account 
scientific  and  technological  advancement,  improve- 
ments in  hospital  productivity,  and  changes  in 
hospital  case  mix.  The  market  basket  and  case-mix 


components  of  the  update  factor  may  change  as 
more  recent  data  and  forecasts  become  available. 

In  addition,  the  Commission's  recommendation 
includes  an  average  1.1  percent  reduction  to  the 
standardized  amounts  for  fiscal  year  1989.  This 
reduction  is  the  average  of  a  1.2  percent  reduction 
for  urban  hospitals  and  a  0.4  percent  reduction  for 
rural  hospitals.  It  is  the  second-year  portion  of  a 
reduction  that  the  Commission  recommended  phas- 
ing in  over  three  years  beginning  in  fiscal  year 
1988.  The  three-year  reduction  is  intended  to  ad- 
just PPS  payments  to  account  for  part  of  the 
difference  between  actual  first-year  PPS  costs  and 
the  cost  projections  underlying  the  payment  rates 
for  that  year. 

Adjustments  to  the  PPS  Payment  Formula — 

The  Commission  recommends  several  technical 
improvements  in  the  calculation  of  PPS  payments. 
These  recommendations  address:  additional  pay- 
ments to  hospitals  for  inpatient-related  capital  costs 
incurred  at  other  facilities;  continued  assessment  of 
indirect  teaching  and  disproportionate  share  adjust- 
ments; improvements  in  hospital  labor  market  areas; 
and  revisions  to  and  further  study  of  Sole  Commu- 
nity Hospital  (SCH)  policies. 

Quality  of  Care — The  Commission  is  concerned 
about  the  impact  of  PPS  and  the  Peer  Review 
Organization  (PRO)  program  on  quality  of  care. 
The  Commission  urges  a  comprehensive  synthesis, 
analysis,  and  evaluation  of  the  findings  from  PRO 
review  activities. 

Patient  Classification  and  Case-Mix  Measure- 
ment— The  Commission  continues  to  believe  that 
diagnosis-related  groups  (DRGs)  are  the  most  ap- 
propriate available  measure  of  hospital  case  mix 
for  PPS.  ProPAC  reiterates  its  conclusion  that  avail- 
able data  can  and  should  be  used  to  refine  and 
improve  the  DRGs.  The  Commission  also  stresses 
the  necessity  and  feasibility  of  improving  the  Inter- 
national Classification  of  Disease  (ICD-9-CM)  cod- 
ing system  and  its  use  in  DRG  assignment. 
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DRG  Classification  and  Weighting  Factors — 

The  Commission  offers  several  recommendations 
to  improve  the  ability  of  the  DRGs  to  reflect 
relative  resource  use  of  hospitalized  Medicare  pa- 
tients. It  calls  for  recalibrating  the  DRG  weights  on 
the  basis  of  charges  adjusted  to  estimate  costs 
rather  than  charges  alone.  ProPAC  also  recom- 
mends changes  in  the  DRG  assignment  for  cases 
with  surgical  procedures  unrelated  to  the  principal 
diagnosis  (DRG  468),  and  in  outlier  payments  for 
burn  DRGs. 

Outlier  Payment  Policy — The  Commission  be- 
lieves that  current  outlier  payment  policy  needs 
substantial  reform.  ProPAC  recommends  movement 
to  hospital-specific  cost-to-charge  ratios  for  calcu- 
lation of  cost  outlier  payments.  The  Commission 
also  prefers  outlier  payments  that  are  more  closely 
related  to  the  actual  costs  of  treating  extraordinar- 
ily expensive  cases.  In  addition,  the  Commission 
believes  that  once  a  more  optimal  payment  strategy 
is  developed,  allocating  a  higher  proportion  of  PPS 
payments  to  outlier  cases  should  be  considered. 


AGENDA  FOR  THE  FUTURE 

The  Commission's  mandate  requires  it  to  rec- 
ommend appropriate  updates  and  improvements  to 
PPS.  ProPAC  also  assesses  the  impact  of  PPS  on 
health  care  delivery  and  financing.  In  the  early 
years  of  PPS,  the  Commission's  attention  was 
focused  on  achieving  technical  improvements  in 
the  system.  Continued  refinements  of  PPS,  how- 
ever, are  increasingly  dependent  on  broader-based 
evaluations  of  the  program  and  determination  of  its 
impact. 

The  major  Medicare  and  PPS  issues  the  Com- 
mission believes  require  further  analysis  and  public 
policy  attention  are: 

•  The  level  of  PPS  payments — refining  the  em- 
pirical foundation  for  the  annual  update  in  PPS 
prices; 

•  The  distribution  of  PPS  payments  across  types 
of  hospitals — increasing  the  understanding  of 
the  extent  to  which  payment  differences  corre- 
spond with  underlying  variations  in  resource 
use,  and  the  implications  this  relationship  may 
have  for  interhospital  equity; 


•  The  data  used  for  analyzing  PPS  payments — 
improving  the  accuracy,  timeliness,  and  com- 
prehensiveness of  data  used  to  inform  PPS 
payment  decisions; 

•  Hospital  behavioral  responses  to  PPS — iden- 
tifying ways  in  which  PPS  has  brought  about 
changes  in  the  organization  and  management 
of  hospital  services; 

•  The  shift  of  patient  care  services  to  settings 
outside  the  hospital — establishing  ways  to  ex- 
amine the  full  range  of  services  provided  in 
and  outside  the  hospital  during  an  episode  of 
illness;  and 

•  Beneficiary  access  and  quality  of  care — iden- 
tifying the  effects  of  PPS  on  beneficiaries, 
including  both  inpatient  and  out-of-hospital 
care. 

The  Commission  continues  to  be  concerned 
about  how  PPS  and  other  changes  in  health  care 
delivery  and  financing  affect  the  health  care  sys- 
tem. In  June  1988,  ProPAC 's  report  to  the  Con- 
gress, Medicare  Prospective  Payment  and  the 
American  Health  Care  System,  will  address  these 
issues. 

REPORT  ORGANIZATION 

Chapter  1  discusses  the  Commission's  role  and 
priorities,  as  well  as  recent  changes  in  health  care 
financing  and  public  policy.  This  chapter  also 
summarizes  changes  in  the  Medicare  prospective 
payment  system  since  its  inception.  Chapter  2 
presents  ProPAC 's  18  recommendations  for  im- 
proving PPS.  These  recommendations  fall  into  six 
broad  areas  for  fiscal  year  1989: 

•  Updating  PPS  payments, 

•  Adjustments  to  the  PPS  payment  formula, 

•  Quality  of  care, 

•  Patient  classification  and  case-mix  measure- 
ment, 

•  DRG  classification  and  weighting  factors,  and 

•  Payment  for  outlier  cases. 
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Chapter  3  outlines  the  Commission's  proposed 
analytic  agenda.  It  describes  the  issues  that  ProPAC 
intends  to  study  in  the  near  future. 

The  Technical  Appendixes,  a  separate  volume 
accompanying  this  report,  contain  the  descriptive 
and  analytical  studies  conducted  by  staff  and  out- 
side experts  that  were  the  basis  for  the  Commis- 
sion's recommendations. 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1989 

Updating  PPS  Payments 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1989,  the  standardized  amounts 
should  be  updated  by  the  following  factors: 

•  An  average  1.1  percent  reduction  to  reflect 
first- year  PPS  cost  information.  This  reduction 
entails  separate  adjustments  for  urban  and  ru- 
ral hospitals  of  1.2  and  0.4  percent,  respec- 
tively; 

•  The  projected  increase  in  the  hospital  market 
basket  (currently  estimated  to  be  5.1  percent); 

•  A  discretionary  adjustment  factor  of  1.4  per- 
centage points  composed  of  the  following: 

—  A  positive  allowance  for  scientific  and  tech- 
nological advancement,  offset  by  an  equal 
negative  allowance  for  productivity  im- 
provement, with  no  adjustment  for  site-of- 
care  substitution;  and 

—  A  positive  allowance  for  real  case-mix 
change  (currently  estimated  to  be  1.4 
percent). 

In  addition,  the  DRG  weights  should  be  adjusted 
to  remove  any  increase  in  the  average  DRG  weight 
occurring  during  fiscal  year  1988  (currently  esti- 
mated to  be  1.5  percent). 

This  recommendation  reflects  the  Commission's 
judgment  about  the  appropriate  increase  in  the 
level  of  PPS  prices  for  fiscal  year  1989.  It  assumes 
that  the  Commission's  other  concerns  regarding 
the  payment  formula  and  the  DRG  weighting  fac- 


tors are  also  addressed  in  the  fiscal  year  1989 
payment  rates. 

Recommendation  2:  Adjustment  to  the  Level  of 
the  Standardized  Amounts 

The  update  factor  for  fiscal  years  1989  and  1990 
should  include  an  adjustment  to  lower  the  stan- 
dardized amounts  an  average  of  1.1  percent  each 
year.  The  urban  standardized  amount  should  be 
reduced  by  1.2  percent,  and  the  rural  amount  by 
0.4  percent.  The  adjustments  are  based  on  the 
Commission's  judgment  of  how  information  on 
average  Medicare  costs  per  case  from  the  first  year 
of  PPS  should  be  incorporated  into  the  update 
factor. 

Recommendation  3:  Allowance  for  Scientific 
and  Technological  Advancement  and 
Productivity  Improvement  Goals,  and 
Site-of-Care  Substitution 

For  fiscal  year  1989,  the  net  allowance  for  scien- 
tific and  technological  advancement,  productivity 
improvement,  and  site-of-care  substitution  in  the 
discretionary  adjustment  factor  should  be  zero. 

Recommendation  4:  Adjustments  for  Case- 
Mix  Change 

For  fiscal  year  1989,  the  update  of  PPS  stan- 
dardized amounts  should  be  adjusted  for  case-mix 
change  in  the  following  manner: 

•  A  positive  allowance  in  the  DAF  of  0.5  per- 
cent for  within-DRG  case-complexity  change; 

•  A  positive  allowance  in  the  DAF  of  0.9 
percent  for  across-DRG  patient-distribution 
change;  and 

•  An  across-the-board  reduction  in  the  DRG 
weights  for  increases  in  the  case-mix  index 
during  fiscal  year  1988,  currently  estimated  to 
be  1.5  percent. 

Recommendation  5:  Update  Factor  for 
Excluded  Hospitals  and  Distinct-Part  Units 

For  fiscal  year  1989,  a  target  rate-of-increase 
factor,  separate  from  the  PPS  update  factor,  should 
be  used  to  update  payment  rates  for  the  group  of 
psychiatric,  rehabilitation,  and  long-term  care  hos- 
pitals and  hospital  distinct-part  units  excluded  from 
PPS.  The  target  rate-of-increase  factor  should 
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reflect  the  projected  increase  in  the  hospital  market 
basket  for  these  hospitals,  corrected  for  forecast 
error.  The  net  allowance  for  scientific  and  techno- 
logical advancement  and  productivity  should  be 
zero,  consistent  with  the  targets  established  for 
PPS  hospitals. 

For  fiscal  year  1989,  the  target  rate-of-increase 
factor  for  children's  hospitals  and  distinct-part  units 
should  reflect  the  projected  increase  in  the  hospital 
market  basket  for  PPS  hospitals,  corrected  for  fore- 
cast error.  The  net  allowance  for  scientific  and 
technological  advancement  and  productivity  should 
be  zero. 

Recommendation  6:  Timely  and  Accurate 
Medicare  Cost  Data 

Availability  of  reliable  and  timely  data  is  a 
critical  priority  for  decision  making.  While  signifi- 
cant improvements  have  been  made  in  Medicare 
cost  data  timeliness,  the  Commission  is  concerned 
about  the  quality  of  these  data  for  use  in  policy 
development.  Therefore,  the  Secretary  should  con- 
sider improvements  to  the  data  to  better  reflect  the 
costs  of  treating  Medicare  beneficiaries  and  to 
ensure  comparability  of  data  over  time. 

Adjustments  to  the  PPS  Payment  Formula 

Recommendation  7:  Capital  Institutional 
Neutrality 

The  Secretary  should  provide  supplemental  pay- 
ments to  hospitals  for  inpatient-related  capital  costs 
incurred  at  other  facilities.  Such  supplemental  pay- 
ments should  continue  until  capital  is  incorporated 
into  the  PPS  payment  rate. 

Recommendation  8:  Indirect  Teaching  and 
Disproportionate  Share  Adjustments 

The  indirect  costs  of  teaching  and  the  costs  of 
serving  a  disproportionate  share  of  low-income 
patients  should  be  recognized  through  the  use  of 
data-based  adjustments  to  hospital  PPS  payments. 
These  adjustments  should  be  reestimated  annually 
using  the  most  recent  cost  data  available.  The 
Secretary  should  support  further  research  efforts  to 
improve  measurement  of  the  sources  of  hospital 
cost  variation.  Results  of  this  research  could  be 
employed  to  improve  the  overall  structure  of  PPS 
payments. 


Recommendation  9:  Labor  Market  Area 
Definitions 

The  Commission  continues  to  believe  that  the 
current  hospital  labor  market  area  definitions  are 
seriously  flawed.  These  definitions  can  be  im- 
proved substantially  with  currently  available  data. 
Therefore,  the  Secretary  should  adopt  the  follow- 
ing definitions  of  hospital  labor  market  areas: 

•  For  urban  areas,  the  Secretary  should  modify 
the  current  Metropolitan  Statistical  Areas 
(MSAs)  to  distinguish  between  central  and 
outlying  areas.  The  central  area  should  be 
defined  using  urbanized  areas  as  designated  by 
the  Census  Bureau. 

•  For  rural  areas,  the  Secretary  should  distin- 
guish between  urbanized  rural  counties  and 
other  rural  counties  within  each  state.  Urban- 
ized rural  counties  should  be  defined  as  coun- 
ties with  a  city  or  town  having  a  population  of 
25,000  or  greater. 

The  implementation  of  improved  definitions 
should  not  result  in  any  change  in  aggregate  hospi- 
tal payments.  Furthermore,  these  definitions  should 
not  affect  the  assignment  of  hospitals  to  urban  or 
rural  areas  for  purposes  of  determining  standard- 
ized amounts. 

Recommendation  10:  Evaluation  of  Sole 
Community  Hospital  Policies 

Using  the  most  recent  data  available,  the  Secre- 
tary should  immediately  initiate  an  evaluation  of 
the  adequacy  of  current  Sole  Community  Hospital 
policies  for  protecting  isolated  rural  hospitals. 
Based  on  this  evaluation,  the  Secretary  should 
develop  policies  to  ensure  that  PPS  payment  policy 
does  not  jeopardize  Medicare  beneficiaries'  access 
to  inpatient  hospital  care  in  isolated  rural  areas. 

Recommendation  11:  Clarification  of  Sole 
Community  Hospital  Designation  Criteria 

Before  fiscal  year  1989  begins,  the  Secretary 
should  issue  guidelines  for  interpreting  the  criteria 
used  by  HCFA  regional  offices  to  designate  Sole 
Community  Hospitals.  The  guidelines  should  be 
structured  to  provide  greater  uniformity  in  the 
standards  used  to  designate  SCHs.  The  Secretary 
should  also  assess  whether  the  criteria  themselves 
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can  be  improved  to  better  define  sole  hospital 
providers  of  care  to  isolated  populations. 

Quality  of  Care 

Recommendation  12:  Evaluation  of  PRO 
Review  and  Quality  of  Care 

The  Secretary  should  review  and  synthesize  the 
findings  of  Peer  Review  Organizations  over  the  past 
four  years.  A  major,  comprehensive  evaluation  of 
PROs  and  their  impact  on  quality  of  care  should 
follow.  The  evaluation  should  focus  on  issues  of 
access  to  and  use  of  services,  patterns  of  denials, 
and  instances  of  poor  quality  care.  Issues  related  to 
expenditure  control  and  efficient  administration  of 
PRO  contract  requirements  should  be  secondary  to 
broader  quality  of  care  evaluative  goals.  The  as- 
sessment should  evaluate  and  compare  criteria  used 
to  make  judgments  about  when  care  is  appropriate. 
Finally,  this  major  study  should  assist  the  Secre- 
tary in  developing  and  implementing  mechanisms 
for  expanded  PRO  review  of  episodes  of  care  that 
are  patient-oriented  rather  than  institution-oriented. 

Patient  Classification  and  Case- 
Mix  Measurement 

Recommendation  13:  Improvements  to  Case- 
Mix  Measurement 

The  Commission  continues  to  believe  that  the 
DRG  system  is  the  best  available  measure  of  hospi- 
tal case  mix  for  the  Medicare  PPS.  The  Secretary 
should  continue,  however,  to  refine  the  DRGs  to 
improve  the  equity  of  hospital  payments  and  up- 
date the  DRGs  to  account  for  changing  technology. 
The  Secretary  should  focus  on  generic  improve- 
ments through  the  use  of  patient  data  currently 
available  from  the  discharge  abstract.  The  Secre- 
tary should  also  consider  the  use  of  temporary, 
technology-specific  DRGs  whenever  assignment  to 
existing  DRGs  is  not  appropriate. 

Recommendation  14:  Coding  Improvements 

The  Secretary  should  formalize  a  more  timely, 
systematic,  and  consultative  approach  to  consider 
ICD-9-CM  codes  for  new  diagnoses,  procedures, 
devices,  and  other  treatments.  When  new  codes 
are  considered  and  created,  both  coding  and  clini- 
cal specialists  should  be  involved.  The  Commis- 
sion continues  to  support  its  previous  recommen- 


dations that  the  Secretary  review  Chapter  16  codes 
and  coding  procedures. 

DRG  Classification  and  Weighting  Factors 

Recommendation  15:  Method  of  Recalibrating 
the  DRG  Weights 

The  DRG  weights  should  be  annually  recali- 
brated on  the  basis  of  costs  rather  than  charges. 
The  Secretary  should  implement  cost-based  weights 
starting  with  the  fiscal  year  1989  recalibration.  The 
Commission  is  concerned,  however,  about  the  cur- 
rent Medicare  cost-finding  methods  for  estimating 
costs.  The  limitations  of  the  Medicare  cost  report 
data  may,  in  some  cases,  produce  imprecise  DRG 
weights.  Thus,  the  Secretary  should  verify  the 
accuracy  of  the  cost  report  data  and  implement 
changes  as  necessary. 

Recommendation  16:  Improvements  to  DRG  468 

The  Secretary  should  reassign  cases  from  DRG 
468  to  existing  surgical  DRGs.  These  cases  should 
be  reassigned  using  secondary,  rather  than  princi- 
pal, diagnoses.  Cases  that  can  be  reassigned  to 
more  than  one  DRG  should  be  assigned  to  the 
DRG  with  the  highest  relative  weight. 

Recommendation  17:  Burn  Hospitals  and  Units 

The  Commission  supports  the  intent  of  current 
legislation  temporarily  increasing  outlier  payments 
for  burn  DRGs.  However,  the  Commission's  pre- 
liminary analysis  indicates  that  the  increase  in 
outlier  payments  is  appropriate  only  for  those  cases 
treated  in  specialized  burn  centers  and  units.  The 
Commission  will  examine  this  topic  further  and 
submit  additional  recommendations  to  the  Con- 
gress and  the  Secretary  of  Health  and  Human 
Services  as  required  by  Omnibus  Budget  Reconcil- 
iation Act  of  1987,  Pub.  L.  100-203. 

Payment  for  Outlier  Cases 

Recommendation  18:  Outlier  Payment  Policy 

The  Secretary  should  modify  outlier  payment 
policy  to  protect  hospitals  more  adequately  from 
the  risk  of  extremely  costly  cases.  Hospital-specific 
cost-to-charge  ratios  should  replace  a  national  cost- 
to-charge  ratio  for  calculating  cost  outlier  pay- 
ments. Greater  emphasis  should  be  placed  on  costs 
rather  than  length  of  stay  for  determining  outlier 
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payments.  As  an  interim  step  toward  emphasizing 
costs,  the  Secretary  should  move  from  day  outlier 
precedence  to  paying  the  greater  of  day  or  cost 
outlier  payments.  Furthermore,  the  Secretary 
should  adjust  threshold  levels  so  that  40  to  50 
percent  of  outlier  payments  are  paid  as  cost 
outliers. 

The  Commission  urges  the  Secretary  to  increase 
outlier  contributions  to  the  maximum  of  6  percent 


of  total  projected  payments  allowed  under  the  stat- 
ute. A  correction  should  be  made  in  the  following 
year's  payments  if  the  amount  paid  for  outliers  is 
different  from  the  amount  set  aside.  If  necessary, 
the  Secretary  should  seek  statutory  change  for 
these  initial  improvements  while  continuing  analy- 
sis to  refine  outlier  payment  policy.  Further  analy- 
sis should  also  include  consideration  of  an  increase 
above  the  6  percent  set-aside  amount  allowed  under 
the  statute. 


Chapter  1 

Introduction  and 
Commission  Priorities 
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Chapter  1 


Introduction  and 
Commission  Priorities 


Between  1965  and  1983,  the  nation  experienced 
unprecedented  growth  in  health  care  spending.  In 
the  early  1980s  this  growth  was  particularly  rapid. 
Faced  with  rising  Medicare  expenditures,  the  Con- 
gress sought  a  means  for  controlling  the  rate  of 
increase  in  hospital  costs  while  maintaining  access 
for  Medicare  beneficiaries.  In  1983,  it  enacted  the 
Medicare  prospective  payment  system  (PPS)  for 
payment  of  inpatient  hospital  services. 

PPS  constituted  a  major  reform  in  Medicare 
payment  policy,  moving  from  a  retrospective,  cost- 
based  payment  methodology  to  a  fixed-price  pay- 
ment system.  Prospective  payment  offered  hospitals 
incentives  for  increased  efficiency  and  productivity 
in  the  delivery  of  health  care  services.  The  system 
did  this  by  placing  hospitals  at  risk  for  operating 
losses  while  allowing  them  to  retain  revenue  sur- 
pluses from  prospective  payments. 

When  it  enacted  PPS  in  Pub.  L.  98-21,  Con- 
gress also  established  the  Prospective  Payment 
Assessment  Commission  (ProPAC)  with  responsi- 
bilities related  to  maintaining  and  updating  the 
payment  system.  The  Commission  is  an  indepen- 
dent panel  providing  analysis  and  advice  on  PPS 
issues  to  the  executive  and  legislative  branches  of 
the  Federal  government.  Its  17  members,  selected 
by  the  congressional  Office  of  Technology  Assess- 
ment (OTA),  have  expertise  in  health  care  delivery, 
financing,  and  research.  Biographies  of  the  Com- 
mission members  appear  in  this  report's  appendix. 

ProPAC 's  analysis  and  decision  making  are 
guided  by  a  set  of  interrelated  priorities.  These 
priorities  provide  the  underlying  basis  for  the  Com- 
mission's recommendations  on  updating  the  pay- 
ment rates  and  improving  PPS.  They  include: 


•  Maintaining  beneficiary  access  to  high-quality 
health  care; 

•  Encouraging  hospital  productivity  and  long- 
term  cost-effectiveness; 

•  Facilitating  innovation  and  appropriate  techno- 
logical change; 

•  Maintaining  stability  for  providers,  consum- 
ers, and  other  payers;  and 

•  Making  decisions  based  on  reliable,  timely 
data  and  information. 

The  Commission  has  developed  a  process  and 
guidelines  for  identifying  and  analyzing  issues 
related  to  its  responsibilities.  Once  the  Commis- 
sion establishes  its  policy  agenda,  ProPAC  staff 
provides  analyses  that  enable  the  Commissioners 
to  make  informed  judgments  about  appropriate 
changes  to  PPS.  Since  1983,  ProPAC  has  exam- 
ined a  number  of  important  policy  issues  and  has 
made  recommendations  in  numerous  areas.  In 
many  instances,  the  Secretary  of  the  Department  of 
Health  and  Human  Services  (HHS)  has  made  ad- 
justments to  the  system  or  Congress  has  legislated 
necessary  changes.  Other  adjustments  will  be 
needed,  however,  to  respond  to  a  health  care  deliv- 
ery system  undergoing  constant  change. 

Chapter  1  summarizes  issues  that  ProPAC  has 
addressed  in  the  early  years  of  PPS.  It  describes 
technical  improvements  to  the  payment  system  as 
well  as  activities  to  assess  how  PPS  has  affected 
American  health  care.  It  also  includes  a  summary 
of  recent  changes  in  health  financing  and  public 
policy  related  to  PPS.  Chapter  2  contains  the 
Commission's  recommendations  for  additional  im- 
provements to  PPS  in  fiscal  year  1989.  Chapter  3 
describes  issues  for  further  analysis  and  consider- 
ation. 
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ASSESSING  THE  MEDICARE 
PROSPECTIVE  PAYMENT  SYSTEM 

The  Commission's  work  falls  into  two  broad 
areas.  The  first  includes  activities  directed  toward 
developing  recommendations  for  technical  improve- 
ments in  the  PPS  payment  structure.  By  law, 
ProPAC  is  required  to  recommend  annually  to  the 
Secretary  of  HHS  an  appropriate  percentage  change 
in  Medicare  payments  for  inpatient  services  deliv- 
ered in  PPS  hospitals.  This  requirement  includes  a 
recommendation  on  the  target  rate-of-increase  lim- 
its in  cost  reimbursement  for  hospitals  and  units 
excluded  from  PPS.  The  Commission  also  recom- 
mends changes  in  the  diagnosis-related  groups 
(DRGs)  and  their  relative  weights,  along  with  other 
technical  improvements  to  PPS. 

The  second  area  includes  activities  directed  to- 
ward informing  the  Congress  about  how  PPS  has 
affected  the  American  health  care  system.  Among 
these  activities  are  assessing  the  effect  of  PPS  on 
the  organization,  delivery,  and  financing  of  patient 
care  inside  and  outside  the  hospital.  During  1987, 
the  Commission  reexamined  its  allocation  of  re- 
sources and  began  to  devote  more  effort  to  examin- 
ing these  areas  and  determining  how  PPS  affects 
hospitals  and  those  who  work  in  them,  the  Medi- 
care program,  and  its  beneficiaries. 

These  two  areas,  which  have  been  important  to 
the  Commission  during  the  past  four  years,  are 
described  below.  Technical  payment  issues  at  both 
the  hosptial  and  patient  level  are  addressed  first. 
Key  findings  on  the  impacts  of  PPS  are  also 
summarized.  In  June  1988,  ProPAC  will  submit  an 
extensive  report  on  this  subject  to  Congress. 

Hospital-Level  Payment  Issues 

One  of  the  Commission's  chief  concerns  is 
whether  the  PPS  payment  levels  are  appropriate 
and  offer  incentives  that  encourage  hospitals  to 
provide  high-quality,  cost-effective  care  to  Medi- 
care beneficiaries.  A  major  focus  of  ProPAC's 
work  is  updating  the  standardized  amounts —  the 
foundation  of  PPS  payments.  The  Commission 
also  recognizes  problems  in  other  components  of 
the  payment  calculation  and  has  devoted  resources 
to  study  them.  The  following  section  describes 
previous  updates  to  other  PPS  payments  as  well  as 
improvements  in  hospital-level  payment  adjust- 
ments. 


Update  Factor — The  Commission's  mandate  in- 
cludes developing  recommendations  on  an  appro- 
priate annual  percentage  change  in  the  Medicare 
payments  for  inpatient  hospital  care,  called  the 
update  factor.  The  Commission  is  required  to  con- 
sider a  number  of  variables,  including  the  quality 
and  long-term  cost-effectiveness  of  inpatient  ser- 
vices provided. 

Given  this  charge,  ProPAC  first  developed  a 
conceptual  approach  for  determining  an  appropri- 
ate update  factor.  It  divided  the  update  factor  into 
two  major  components:  changes  in  the  hospital 
market  basket,  and  changes  in  all  other  variables 
related  to  updating  payments.  A  major  portion  of 
the  latter  component  is  referred  to  as  the  discre- 
tionary adjustment  factor  (DAF).  The  DAF  was 
defined  to  include  an  allowance  for  changes  in 
hospital  productivity,  scientific  and  technological 
advances,  site-of-care  substitution,  and  real  case- 
mix  change.  A  similar  approach  has  also  been 
adopted  by  HHS  in  its  proposed  regulations  on  the 
annual  update  of  PPS  payments. 

The  Commission  then  turned  to  developing  em- 
pirical bases  for  annually  determining  the  update 
factor  components.  ProPAC  continues  to  refine 
methods  for  deriving  empirical  findings.  Such 
methods  provide  a  consistent  basis  for  public 
discussion  and  Commission  judgment  regarding 
the  appropriate  update  for  PPS  payments.  The 
Commission's  judgment  has  provided  another 
perspective  for  the  Congress,  which  has  legis- 
lated the  update  factor  for  payments  beginning 
with  fiscal  year  1986.  Although  ProPAC's  rec- 
ommendation is  not  intended  to  be  a  ceiling, 
hospital  payment  updates  have  fallen  between  its 
recommendation  update  and  the  Secretary's 
proposed  update. 

The  rest  of  this  section  describes  ProPAC  analy- 
ses that  have  provided  supporting  information  for 
determining  the  update  factor. 

Market  Basket — The  hospital  market  basket  is 
the  component  of  the  update  factor  that  reflects 
inflation  in  the  prices  hospitals  pay  for  goods  and 
services,  or  inputs.  The  Commission  has  made 
numerous  recommendations  in  this  area,  most  no- 
tably on  the  treatment  of  wages  in  the  market 
basket  and  correction  of  market  basket  forecast 
errors.  Analysis  of  the  market  basket  led  the 
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Commission  to  conclude  that  it  appropriately  re- 
flects the  impact  of  inflation  on  hospital  costs. 

The  Secretary  has  implemented  several  technical 
improvements  to  the  market  basket  to  reflect  more 
accurately  inflation  in  prices  of  inputs.  The  Com- 
mission will  continue  to  examine  other  market 
basket  issues,  including  those  related  to  changes  in 
the  skill  mix  of  hospital  employees. 

Discretionary  Adjustment  Factor — The  DAF 
component  of  the  update  relies  heavily  on  Com- 
mission judgment  regarding  appropriate  additions 
to  and  subtractions  from  the  market  basket.  Over 
the  past  four  years,  ProPAC  has  devoted  significant 
resources  to  developing  an  empirical  foundation  for 
its  judgment  on  the  DAF  components. 

In  developing  an  adjustment  for  hospital  produc- 
tivity, the  Commission  has  attempted  to  adapt 
basic  economic  concepts.  That  is,  productivity  is 
the  ratio  of  outputs  per  unit  of  resource  input. 
Further,  ProPAC  has  defined  two  levels  of  hospital 
output,  or  product.  The  discharge  is  the  final 
hospital  product,  while  individual  hospital  depart- 
ment services  are  intermediate  products.  Produc- 
tivity analyses  have  attempted  to  adjust  for  changes 
in  the  complexity  of  the  hospital  product.  In  addi- 
tion, Commission  efforts  have  focused  on  overcom- 
ing limitations  in  the  definition  and  measurement 
of  discharge  and  intermediate-level  productivity. 
This  information  has  supported  ProPAC 's  judgment 
on  an  appropriate  productivity  target  for  hospitals. 

The  Commission  has  also  developed  a  method 
for  assessing  the  incremental  inpatient  operating 
costs  related  to  the  use  of  new,  cost-increasing, 
quality-enhancing  technologies  and  scientific  ad- 
vances. Continued  refinement  of  this  approach 
allows  the  Commission  to  reach  more  precise  judg- 
ments about  the  rate  at  which  payments  should 
increase  to  reflect  advances  in  technology  and  the 
services  furnished  to  Medicare  patients. 

When  PPS  was  implemented,  policy  makers 
recognized  that  hospitals  had  strong  incentives  to 
substitute  outpatient  services  for  those  previously 
furnished  on  an  inpatient  basis.  In  many  cases,  this 
substitution  is  desirable  and  appropriate.  The  Com- 
mission believes,  however,  that  the  costs  for  such 
services  provided  in  other  settings  and  reimbursed 
by  Medicare  should  be  removed  from  the  payment 
base.  In  its  first  three  reports  to  the  Secretary,  the 


Commission  recommended  an  adjustment  in  the 
update  factor  to  account  for  site  substitution. 

The  Commission  considers  changes  in  the  char- 
acteristics of  patients  and  treatments  to  develop  its 
recommendation  for  updating  hospital  payments. 
In  earlier  deliberations,  ProPAC  distinguished  these 
real  case-mix  changes  from  changes  in  medical 
record  coding  practices.  The  Commission's  update 
factor  recommendation  ensures  that  coding  changes 
are  not  built  into  future  PPS  payments.  Real  case- 
mix  changes  are  separated  into  two  components — 
changes  in  case  complexity  within  DRGs  and 
changes  across  DRGs.  Both  of  these  components 
affect  resources  used  in  patient  care  and  are  also 
considered  in  the  Commission's  update  factor 
recommendation . 

Adjustments  to  the  Standardized  Amounts — In 
1986,  the  Commission  received  data  on  hospital 
costs  for  the  first  year  of  PPS.  From  these  data, 
ProPAC  determined  that  actual  hospital  costs  for 
the  first  year  of  PPS  were  substantially  lower  than 
the  projected  costs  used  to  set  the  standardized 
amounts  in  place  at  the  time.  The  Commission 
considered  these  findings  on  cost  differences  in  its 
deliberations  on  the  update  factor  for  fiscal  year 
1988.  This  information  also  contributed  to  the 
debate  over  PPS  payment  increases. 

Medicare  cost  data  provide  valuable  information 
for  improving  PPS  and  for  assessing  the  effects  of 
PPS  on  hospitals.  Timely,  reliable  data  are  essen- 
tial to  determine  changes  in  hospital  costs.  The 
Commission,  therefore,  proposed  alternative  strate- 
gies for  sampling  cost  report  data  to  obtain  these 
data  sooner.  The  Secretary  has  taken  steps  to  make 
cost  data  for  the  third  year  of  PPS  available  earlier. 
These  more  timely  data  have  been  considered  in 
the  Commission's  update  recommendation  for  fis- 
cal year  1989. 

Excluded  Hospitals — Psychiatric,  rehabilitation, 
pediatric,  and  long-term  care  facilities  are  excluded 
from  PPS  by  statute.  As  with  the  PPS  standardized 
amounts,  the  cost  reimbursement  limits  for  ex- 
cluded hospitals  are  updated  annually.  The  Com- 
mission recognizes  that  the  types  of  patients  seen 
and  the  treatment  provided  vary  significantly  be- 
tween PPS  and  excluded  hospitals.  In  addition,  the 
incentives  for  excluded  hospitals  are  far  different 
from  those  for  PPS  hospitals.  Therefore,  ProPAC 
has  annually  recommended  a  different  update 
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factor  for  both  groups  of  hospitals.  The  Congress  has 
passed  legislation  establishing  the  authority  to  de- 
termine a  separate  update  factor  for  excluded 
hospitals. 

Other  Hospital-Level  Payment  Issues — The 

Congress  included  payment  adjustments  when  it 
enacted  PPS  to  recognize  certain  cost  differences 
across  hospitals.  The  Commission  has  recom- 
mended changes  to  the  policies  affecting  the  level 
and  distribution  of  payments  to  hospitals  and  has 
examined  PPS  capital  payment  policy.  A  summary 
of  issues  addressed  follows. 

Disproportionate  Share  Adjustment — When  PPS 
was  enacted,  the  Congress  was  concerned  about 
adjusting  for  the  higher  Medicare  costs  per  case 
associated  with  treating  a  disproportionately  large 
share  of  low-income  patients.  The  Commission 
shared  this  concern  and  initiated  efforts  to  deter- 
mine an  appropriate  payment  adjustment  for  these 
hospitals.  ProPAC  worked  closely  with  the  Con- 
gressional Budget  Office  (CBO)  and  others  to 
provide  empirical  analyses  for  identifying  low- 
income  patients.  Studies  were  designed  to  deter- 
mine the  relationship  between  treating  a  high  num- 
ber of  low-income  patients  and  Medicare  costs  per 
case.  On  the  basis  of  CBO  analysis,  Congress 
ultimately  enacted  a  disproportionate  share  adjust- 
ment that  was  consistent  with  ProPAC 's  recom- 
mendations. 

Rural  Hospitals — The  Commission  believes  that 
some  PPS  policies  may  place  rural  hospitals  and 
the  beneficiaries  they  serve  at  a  disadvantage.  Be- 
tween 1981  and  the  first  year  of  PPS,  costs  per 
case  increased  faster  for  rural  hospitals  than  for 
their  urban  counterparts.  For  fiscal  year  1988,  the 
Commission  recommended,  and  Congress  legis- 
lated, separate  urban  and  rural  payment  amount 
updates. 

Most  of  the  Commission's  work  has  focused  on 
the  problems  of  isolated  rural  hospitals.  In  1987,  it 
recommended  expanding  protection  offered  to 
some  isolated  hospitals  against  the  financial  prob- 
lems associated  with  volume  fluctuation.  Congress 
has  enacted  legislation  making  small,  isolated  rural 
hospitals  eligible  for  payment  adjustments  if  they 
experience  a  significant  reduction  in  the  number  of 
Medicare  patients  they  serve. 


Labor  Market  Areas — PPS  payments  are  ad- 
justed to  reflect  differences  in  hospital  wage  levels 
across  geographic  areas.  ProPAC  has  been  con- 
cerned that  the  definitions  used  for  labor  market 
areas  are  inadequate  and  thus  do  not  accurately 
reflect  wage  variations.  Based  on  extensive  analy- 
sis, the  Commission  has  made  several  recommen- 
dations to  refine  these  definitions  for  both  urban 
and  rural  areas.  Subsequently,  the  Secretary  and 
CBO  conducted  other  studies,  which  verified  that 
this  area  needs  improvement.  ProPAC  continues  to 
encourage  the  Secretary  to  make  changes  to  defini- 
tions of  the  labor  market  areas. 

Capital — In  developing  PPS,  the  Congress  rec- 
ognized that  additional  study  was  required  to  in- 
clude capital  payments  in  the  new  system.  Con- 
gress excluded  capital-related  costs  from  PPS  and 
continued  payment  for  these  costs  on  a  pass- 
through  basis.  Although  this  exclusion  was  in- 
tended to  be  temporary,  capital  is  still  reimbursed 
on  this  basis. 

ProPAC  has  extensively  analyzed  capital  pay- 
ment issues  and  has  made  numerous  recommenda- 
tions for  including  capital  in  PPS.  Although  ini- 
tially different,  the  Secretary's  1987  proposal  was 
similar  to  the  Commission's.  ProPAC  also  con- 
ducted a  study  to  identify  hospitals  that  would  be 
potentially  vulnerable  to  new  capital  payment  pol- 
icy. This  analysis  indicated  the  need  for  an  excep- 
tions process,  which  was  also  later  adopted  in  the 
Secretary's  proposal.  Meanwhile,  Congress  has 
delayed  incorporating  capital  into  PPS  until  1992. 

Patient-Level  Payment  Issues 

The  DRG  patient  classification  system  describes 
and  measures  hospital  case  mix  and  serves  as  an 
important  basis  for  per-case  payment  under  PPS. 
In  the  broadest  sense,  ProPAC  has  examined  both 
DRGs  and  alternative  case-mix  measurement  sys- 
tems for  potential  use  in  PPS.  The  Commission's 
work  has  also  focused  on  improving  and  updating 
the  existing  DRG  system  to  better  reflect  relative 
resource  consumption  and  to  incorporate  new  and 
changing  technologies  and  practice  patterns.  Sig- 
nificant changes  in  these  areas  follow. 

Improving  the  Measurement  of  Case  Mix — In 

the  past,  ProPAC  has  considered  three  general 
approaches  to  improving  case-mix  measurement. 
These  include  retaining  the  current  system  and 
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revising  it  incrementally;  retaining  the  current  sys- 
tem, but  reconstructing  it  using  more  complete 
data;  and  implementing  an  alternative  system.  In 
its  1986  report,  the  Commission  recommended 
retaining  the  current  DRG  system  and  outlined 
several  incremental  improvements. 

Although  the  Commission  believes  that  the  cur- 
rent system  is  the  best  alternative  at  present,  it  is 
still  concerned  about  significant  resource  use  varia- 
tions within  DRGs.  Therefore,  in  1986,  ProPAC 
initiated  a  systematic  evaluation  of  the  DRGs  and 
other  studies  to  improve  case-mix  measurement. 
These  studies  produced  findings  to  support  several 
generic  improvements  to  the  DRGs,  which  have 
since  been  implemented.  These  are  described 
below. 

Patient  Age — When  the  DRGs  were  developed, 
patient  age,  typically  used  in  combination  with  the 
presence  of  a  complication  or  comorbidity  (CC), 
was  an  important  factor  in  DRG  assignment.  The 
Commission  became  concerned  that,  for  the  Medi- 
care population,  age  was  not  an  appropriate  deter- 
minant of  resource  use.  After  further  study,  ProPAC 
concluded  that  defining  DRGs  only  on  the  basis  of 
the  presence  of  CCs  is  more  appropriate  in  group- 
ing Medicare  cases  for  PPS  payment  purposes.  The 
Secretary  eliminated  age  as  a  criterion  for  DRG 
classification  in  1987. 

Complications  and  Comorbidities — The  Com- 
mission has  undertaken  several  studies  to  evaluate 
the  CC  variable  in  DRG  classification.  Results  led 
ProPAC  to  recommend  revising  the  current  list  of 
CCs  to  ensure  more  appropriate  grouping  of  Medi- 
care cases  for  payment  under  PPS.  HHS  currently 
has  major  research  under  way  to  examine  all  CCs 
for  all  DRGs.  Analysis  includes  examining  those 
DRGs  that  do  not  currently  include  CCs  as  a  basis 
for  classification. 

Hospital-Level  Effects  of  Changes  to  the  DRGs — 
ProPAC  analysis  indicates  that  refinements  that 
reduce  the  variation  in  resource  use  of  cases  within 
DRGs  do  not  necessarily  have  important  effects  on 
aggregate  hospital  payments.  The  Commission  con- 
tinues to  believe,  however,  that  improvements  at 
both  the  patient  level  and  the  hospital  level  are 
essential  to  provide  incentives  that  promote  equity 
in  payments.  ProPAC 's  hospital-level  analysis  has 
provided  a  model  for  measuring  and  evaluating  the 


aggregate  effects  of  case-mix  improvements.  Fur- 
thermore, the  analysis  provides  evidence  regarding 
the  respective  roles  of  case-mix  measurement  defi- 
ciencies and  practice  pattern  variations  to  explain 
hospital-level  variation  in  resource  use. 

Recalibration  of  the  DRG  Weights — Recali- 
bration  is  a  method  for  periodically  adjusting  PPS 
payments  to  reflect  changes  in  hospital  technolo- 
gies and  practice  patterns.  The  Commission's 
recalibration  recommendations  fall  into  two  broad 
areas:  the  frequency  of  recalibration  and  the  data 
to  be  used. 

In  1986,  the  Commission  recommended  recali- 
brating the  DRG  weights  annually  to  reflect  the  use 
of  new  technologies  and  other  changes  in  practice 
patterns.  Congress  subsequently  enacted  legisla- 
tion requiring  annual  recalibration  beginning  in 
fiscal  year  1988. 

ProPAC  also  initially  recommended  that  the  DRG 
weights  be  recalibrated  using  charge  data  alone. 
This  recommendation  was  partly  based  on  the  fact 
that  PPS  cost  data  were  not  available  in  a  timely 
fashion.  Further,  analysis  indicated  little  difference 
between  weights  based  on  charges  adjusted  by 
costs  and  those  based  on  charges  alone.  The 
recalibration  process  subsequently  adopted  by  the 
Secretary  was  consistent  with  this  approach.  Be- 
cause Medicare  cost  data  are  available  much 
sooner,  however,  the  Commission  this  year  reevalu- 
ated its  recommendation  on  data  to  be  used  in 
recalibration.  The  Commission  decided  to  recom- 
mend implementation  of  weights  based  on  charges 
adjusted  by  costs  beginning  with  the  next  recali- 
bration. 

Coding  Changes  and  Grouper  Logic — In  case- 
by-case  analyses,  the  Commission  has  identified  a 
significant  degree  of  dissimilarity  among  cases 
within  many  of  the  DRGs.  Much  of  this  variation 
can  be  linked  to  inadequacies  in  the  DRG  system's 
assignment  criteria. 

Initial  partitioning  of  the  DRGs  is  based  on 
ICD-9-CM  codes  for  principal  diagnosis  and  oper- 
ating room  procedure.  The  Commission  has  made 
several  recommendations  related  to  improving  the 
use  of  these  codes  in  DRG  construction  and  as- 
signment. For  example,  to  describe  changing  tech- 
nologies or  practice  patterns  such  as  those  associated 
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with  cardiac  pacemakers,  the  Commission  recom- 
mended the  use  of  new  codes.  ProPAC  also  recom- 
mended implementing  administrative  mechanisms 
to  identify  specific  procedures  or  conditions  when 
a  new  code  cannot  be  developed  in  a  timely  man- 
ner. The  Secretary  shares  ProPAC 's  concerns  about 
issues  related  to  coding  and  Grouper  logic,  and 
continues  to  devote  resources  toward  needed 
improvements. 

DRG  Classifications  and  Relative  Weights — 

The  Commission  has  made  several  recommenda- 
tions to  address  problems  related  to  individual 
technologies  and  changing  medical  practice  pat- 
terns. It  has  also  examined  problems  of  certain 
hospitals  that  provide  specialized  care  and  ser- 
vices. ProPAC  staff  as  well  as  concerned  individu- 
als and  organizations  have  brought  issues  to  the 
Commissioners'  attention.  Many  of  the  problems 
can  be  corrected  incrementally,  leaving  the  basic 
construction,  classification,  and  weighting  scheme 
of  the  DRG  system  intact. 

ProPAC  has  conducted  numerous  analyses  that 
have  resulted  in  recommendations  for  technical 
modifications  to  the  DRGs;  other  analyses  have 
failed  to  substantiate  the  need  for  such  changes. 
Efforts  have  also  been  directed  toward  monitoring 
modifications  to  the  DRGs.  An  important  compo- 
nent of  these  ProPAC  analyses  is  assessing  how 
cases  involving  specific  technologies  or  practice 
patterns  are  distributed  across  hospitals.  As  new 
data  become  available,  ProPAC  continues  to  moni- 
tor and  update  prior  analyses  and  recommendations. 

Impact  of  PPS 

Implementation  of  PPS  increased  pressure  for 
substantial  change  in  the  nation's  health  care  sys- 
tem. ProPAC  has  examined  the  potential  conse- 
quences of  new  Medicare  payment  policy  on  ac- 
cess to,  as  well  as  the  quality,  delivery,  and 
financing  of,  inpatient  services.  Key  findings  are 
described  below.  The  Commission's  June  1988 
report  to  the  Congress,  Medicare  Prospective  Pay- 
ment and  the  American  Health  Care  System,  will 
cover  these  and  other  topics  in  greater  detail. 

Quality — Concern  for  the  welfare  of  Medicare 
beneficiaries  is  paramount  in  virtually  all  the  Com- 
mission's deliberations.  In  1985,  ProPAC  systemat- 
ically reviewed  anecdotal  evidence  and  perceptions 


related  to  quality  of  care.  The  study  was  reassuring 
in  that  it  did  not  support  public  concerns  regarding 
significant  problems  related  to  quality  of  care.  So 
far  there  is  no  evidence  that  quality  has  been 
compromised  under  PPS.  The  Commission  and 
others,  however,  are  continuing  research  on  meas- 
uring health  outcomes  and  assessing  the  effect  of 
PPS  on  quality  of  care. 

Besides  the  findings  regarding  quality  of  care, 
the  perceptions  study  indicated  that  beneficiaries 
needed  more  information  about  PPS  and  rights  of 
appeal  within  the  system.  This  finding  led  the 
Commission  to  recommended  that  the  Secretary 
and  others  develop  and  disseminate  to  beneficiaries 
and  providers  of  care  more  and  better-written  in- 
formation about  PPS.  In  1987,  the  Secretary  pub- 
lished and  made  available  a  beneficiary  informa- 
tion pamphlet. 

Changing  practice  patterns  have  resulted  in  less 
frequent  use  of  the  inpatient  facilities  of  the  acute 
care  hospital.  Hospital  incentives  to  decrease  length 
of  stay  have  contributed  to  this  shift  in  the  site  of 
care.  Care  is  being  provided  more  frequently  in 
outpatient  centers,  skilled  nursing  facilities  (SNFs), 
other  community  facilities,  and  the  patient's  home. 
The  care  that  beneficiaries  receive  in  these  alterna- 
tive settings  can  be  a  primary  factor  in  the  overall 
quality  of  care  during  an  episode  of  illness.  For 
this  reason,  the  Commission  has  recommended 
extending  the  focus  of  Peer  Review  Organization 
(PRO)  activities  to  the  entire  episode  of  care, 
including  post-discharge  services.  In  addition,  the 
Commission  has  recommended  that  PROs  be  re- 
quired to  review  and  monitor  the  quality  of  care  for 
selected  outpatient  surgery  cases. 

Beneficiary  Cost  Sharing — The  Commission's 
concern  for  the  effects  of  PPS  on  beneficiaries 
goes  beyond  quality  of  care  issues.  ProPAC  recom- 
mended, and  the  Congress  enacted,  changes  in  the 
formula  for  setting  the  inpatient  hospital  deductible 
to  make  it  more  consistent  with  the  per-case  orien- 
tation of  PPS.  Additional  improvements  are  ad- 
dressed in  the  catastrophic  benefit  package  cur- 
rently under  congressional  review. 

Use,  Cost,  and  Provision  of  Health  Care 
Services — Significant  changes  in  health  care  deliv- 
ery have  influenced  the  use  of  inpatient  hospital 
care  and  total  health  spending.  Despite 
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cost-containment  efforts  at  many  levels,  the  na- 
tion's total  health  care  expenditures  continue  to 
comprise  an  increasing  share  of  the  gross  national 
product.  Substitution  of  outpatient  services  for  in- 
patient services  has  contributed  to  varying  increases 
in  the  components  of  health  care  spending,  how- 
ever. For  several  years,  Medicare  expenditure  in- 
creases for  ambulatory  care  have  exceeded  those 
for  inpatient  hospital  and  SNF  care. 

The  shift  in  services  has  also  led  to  a  decline  in 
hospital  admissions  since  1981,  although  the  rate 
of  decline  has  recently  diminished.  In  addition, 
patient  length  of  stay  (LOS)  has  declined  in  recent 
years  and  now  appears  to  be  leveling  off.  Lower 
admission  rates  and  shorter  LOS  continue  to  con- 
tribute to  reduced  hospital  occupancy. 

The  numbers  and  mix  of  workers  in  the  hospital 
industry  continue  to  change  as  well.  The  shift  in 
services  has  led  to  a  decline  in  inpatient  full-time 
equivalent  (FTE)  personnel,  although  total  hospital 
employment  increased  during  the  first  eight  months 
of  1986.  Hospitals  have  also  changed  the  skill  mix 
of  personnel  over  time.  Commission  analysis  of 
various  categories  of  medical  personnel  indicates 
that,  for  most  occupational  categories  studied,  hos- 
pitals have  shifted  to  higher  skilled  workers.  In  the 
nursing  category,  for  example,  RNs  made  up  al- 
most 50  percent  of  nursing  personnel  in  1980.  By 
1985,  RNs  had  grown  to  63  percent  of  the  nursing 
work  force.  The  percentage  of  LPNs,  on  the  other 
hand,  decreased  in  1984  and  1985. 

Distributional  Effects  of  PPS  on  Hospitals — 

ProPAC  believes  that  the  distribution  of  payments 
to  hospitals  influences  quality  of  care  as  much  as 
the  overall  level  of  payment.  Therefore,  the  Com- 
mission has  devoted  significant  resources  to  exam- 
ining this  issue. 

Past  efforts  include  studying  how  the  transition 
to  national  rates  has  affected  the  distribution  of 
payments  across  hospitals.  Results  from  its  first- 
year  modeling  effort  led  ProPAC  to  propose  a 
one-year  delay  in  the  transition  to  national  rates 
because  of  possible  consequences  for  hospitals. 
The  Congress  subsequently  adopted  such  a  delay 
which,  when  implemented,  resulted  in  payment 
savings  to  the  Federal  government. 


The  Commission  has  also  studied  and  reported 
on  distributional  differences  in  hospital  case-mix 
index  change  and  outlier  cases  and  payments.  Fi- 
nally, like  many  others,  ProPAC  examined  hospital 
financial  condition,  including  PPS  operating  mar- 
gins. ProPAC  analysis  differed,  however,  in  that  the 
Commission  focused  on  the  distribution  rather  than 
on  the  overall  level  of  PPS  margins.  Further, 
ProPAC  compared  PPS  margins  with  total  and 
patient  margins.  Total  margins  include  revenues 
and  expenses  from  all  sources.  Patient  margins 
exclude  nonpatient  sources  of  revenue.  The  infor- 
mation was  useful  in  the  debate  over  financial 
performance  of  hospitals  under  PPS. 

This  report  reflects  the  Commission's  analysis 
of  how  changes  in  the  payment  components  of  PPS 
might  contribute  to  the  objectives  of  the  system. 
Despite  efforts  to  encourage  cost-effective,  quality- 
enhancing  care,  Medicare  inpatient  costs  per  case 
and  total  expenditures  both  continue  to  rise  at 
unexpected  rates.  While  the  Commission  believes 
that  PPS  needs  further  improvement,  it  is  also 
concerned  about  achieving  the  goals  of  cost  con- 
tainment and  improved  hospital  productivity. 
ProPAC  will  examine  this  broader  question  of  the 
overall  impact  of  PPS  in  its  June  1988  report  to  the 
Congress. 

RECENT  CHANGES  IN  HEALTH 
FINANCING  AND  PUBLIC  POLICY 

During  the  past  year,  the  Federal  health  policy 
debate  has  been  dominated  by  pressure  to  reduce 
the  large  national  budget  deficit.  The  Omnibus 
Budget  Reconciliation  Act  of  1987  (OBRA  1987) 
contained  numerous  changes  to  the  Medicare  pro- 
gram. Some  of  these  changes  have  been  discussed 
previously,  and  others  are  highlighted  below. 

Concern  about  significant  cost  differences  and 
cost  changes  among  hospitals  led  the  Congress  to 
enact  separate  payment  updates  for  urban  and  rural 
hospitals  as  well  as  for  hospitals  in  large  metropoli- 
tan areas.  In  addition,  Congress  instituted  a  re- 
gional payment  adjustment  under  PPS.  Hospitals 
will  be  paid  the  greater  of  full  national  rates  or  a 
blend  of  85  percent  national  and  15  percent  re- 
gional rates. 

The  Congress  continued  to  defer  the  implemen- 
tation of  a  new  capital  payment  policy  by  prohibiting 


the  Secretary  from  incorporating  capital  into  PPS 
until  fiscal  year  1992.  Congress  reduced  the  capital 
cost  pass-through,  however,  by  discounting  pay- 
ments to  hospitals  by  12  percent  for  most  of  1988 
and  15  percent  in  fiscal  year  1989. 

OBRA  1987  also  contained  modifications  to  the 
disproportionate  share  and  indirect  teaching  pay- 
ment adjustments.  Starting  in  fiscal  year  1989, 
additional  payments  for  certain  hospitals  serving 
large  numbers  of  low-income  patients  are  no  longer 
limited  to  15  percent.  The  indirect  teaching  allow- 
ance was  reduced  from  8.1  percent  to  7.7  percent. 
ProPAC  will  study  the  disproportionate  share  and 
indirect  teaching  adjustments  in  the  coming  year  to 
determine  whether  they  appropriately  account  for 
hospital  cost  differences  related  to  teaching  and 
service  to  the  poor.  (For  further  discussion  of  this 
issue,  see  Chapter  3.) 


Congress  devoted  significant  effort  to  expanding 
the  Medicare  program  to  include  catastrophic  ill- 
ness coverage  in  1987.  It  has  not  passed  legislation 
on  this  issue,  however.  Catastrophic  coverage  will 
likely  dominate  the  Federal  health  policy  debate 
during  the  second  session  of  the  Congress.  ProPAC 
will  continue  to  monitor  congressional  action  on 
this  and  other  major  health  financing  policies. 

In  the  four  years  since  PPS  implementation, 
numerous  improvements  have  been  made  in  pay- 
ment policies  and  case-mix  measurement.  Addi- 
tional improvements  are  necessary  to  refine  the 
system  as  well  as  to  keep  pace  with  medical 
advances  and  changes  in  the  organization  and  de- 
livery of  health  care  services. 


Chapter  2 

Recommendations 
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Chapter  2 

Recommendations 


The  Commission's  recommendations  for  fiscal 
year  1989  are  the  result  of  an  ongoing  process  of 
agenda  setting,  information  collection,  analysis, 
and  deliberation.  ProPAC  selects  issues  for  consid- 
eration to  conform  with  its  statutory  mission  and  to 
contribute  to  an  open  policy  debate  on  matters  of 
substantial  importance  to  beneficiaries,  hospitals, 
and  the  Medicare  program. 

The  recommendations  reflect  the  collective  judg- 
ment of  the  17  Commissioners.  In  certain  cases, 
however,  individual  Commissioners  did  not  agree 
with  the  majority  opinion. 

Some  recommendations,  such  as  those  pertain- 
ing to  the  annual  update  of  payment  rates,  will  be 
repeated  in  similar  format  every  year.  In  other 
instances,  the  Commission  has  reconsidered  and 
amplified  or  modified  past  recommendations  on 
the  basis  of  new  evidence.  In  addition,  certain 
issues  were  examined  for  which  no  recommenda- 
tions were  developed.  Because  these  issues  receive 
little  or  no  attention  elsewhere  in  the  report,  they 
are  briefly  discussed  later  in  this  chapter. 

Concern  for  reducing  the  Federal  deficit  and 
attaining  a  balanced  budget  continued  to  dominate 
public  policy  debates  while  these  recommenda- 
tions were  being  developed.  Although  ProPAC  did 
not  explicitly  take  budgetary  concerns  into  ac- 
count, the  recommendations  were  developed  in 
recognition  of  a  constrained  fiscal  environment. 
Furthermore,  the  Commission  believes  that  budget- 
ary pressures  intensify  the  need  to  address  distribu- 
tional and  technical  payment  issues  that  may  bear 
on  the  quality  of  care  furnished  to  Medicare 
beneficiaries. 

The  following  discussion  presents  an  overview 
of  the  Commission's  18  recommendations  for  fis- 
cal year  1989.  The  full  text  and  discussion  of  each 
recommendation  follow  the  overview.  Background 


information,  statistical  analyses,  and  alternative  op- 
tions considered  are  in  the  Technical  Appendixes. 
The  issue  areas  addressed  by  the  Commission  this 
year  are: 

•  Updating  PPS  payments, 

•  Adjustments  to  the  PPS  payment  formula, 

•  Quality  of  care, 

•  Patient  classification  and  case-mix  measure- 
ment, 

•  DRG  classification  and  weighting  factors,  and 

•  Payment  for  outlier  cases. 


OVERVIEW  OF  THE  COMMISSION'S 
RECOMMENDATIONS  FOR  FISCAL 
YEAR  1989 

Updating  PPS  Payments 

In  making  recommendations  on  the  update  fac- 
tor, the  Commission  is  required  by  the  PPS  statute 
to: 

.  .  .  take  into  account  changes  in  the  hospital 
market  basket  .  .  .,  hospital  productivity,  tech- 
nological and  scientific  advances,  the  quality  of 
care  provided  in  hospitals  (including  the  quality 
and  skill  level  of  professional  nursing  required 
to  maintain  quality  care),  and  long-term  cost- 
effectiveness  in  the  provision  of  inpatient  ser- 
vices. 

The  Commission  must  report  its  recommenda- 
tions on  the  update  factor  to  the  Secretary  of 
Health  and  Human  Services  no  later  than  March  1 
of  each  year,  and 
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.  .  .  taking  into  consideration  the  recommenda- 
tions of  the  Commission,  the  Secretary  shall 
recommend  ...  an  appropriate  change  factor 
.  .  .  which  will  take  into  account  amounts  nec- 
essary for  the  efficient  and  effective  delivery  of 
medically  appropriate  and  necessary  care  of  high 
quality. 

Since  fiscal  year  1986,  the  Congress  has  set  the 
update  factor  through  legislation.  Both  ProPAC  and 
HHS  are  thus  advisers  to  the  Congress  on  aggre- 
gate payment  increases  under  PPS.  Nevertheless, 
the  Secretary  has  an  opportunity  to  evaluate 
ProPAC 's  recommendations  before  the  HHS  pro- 
posed update  is  developed. 

Recommendation  1  reflects  the  Commission's 
overall  judgment  of  the  appropriate  change  in  the 
level  of  PPS  prices  for  fiscal  year  1989  based  on 
currently  available  data.  The  Commission  recom- 
mends a  3.8  increase  in  PPS  prices  for  urban 
hospitals  and  4.6  percent  for  rural  hospitals.  Sev- 
eral of  the  components  of  the  update  factor  may 
change  as  new  data  are  received  before  the  final 
rules  for  fiscal  year  1989  are  published.  The  Com- 
mission will  publicize  any  revisions  to  its  recom- 
mendation on  the  update  factor  during  the  rule- 
making period. 

Recommendation  2  modifies  an  update  factor 
component  introduced  in  1987.  At  that  time,  the 
Commission  recommended  a  5.4  percent  average 
reduction  in  the  standardized  amounts,  to  be  phased 
in  over  a  three-year  period.  The  recommended 
reduction  was  based  on  an  examination  of  first- 
year  PPS  cost  data,  which  showed  that  actual  costs 
were  substantially  below  the  projected  costs  on 
which  first-year  payments  were  based. 

The  Commission  lowered  the  annual  average 
reduction  for  fiscal  year  1989  from  1.8  percent  to 
1.1  percent.  The  updates  hospitals  received  in 
fiscal  year  1988  suggest  that  more  than  one-third 
of  the  recommended  5.4  percent  average  reduction 
to  the  standardized  amounts  was  taken  away.  There- 
fore, smaller  reductions  for  the  next  two  fiscal 
years  are  appropriate. 

Recommendation  3  consists  of  a  combined  al- 
lowance for  scientific  and  technological  advance- 
ment and  productivity  improvement  goals  and  for 
changes  in  the  site  of  services  delivered  to  Medi- 


care hospital  inpatients.  The  Commission  decided 
that  the  net  effect  of  these  three  factors  on  the 
update  should  be  zero. 

Recommendation  4  is  an  allowance  for  changes 
in  patient  mix  and  complexity  that  are  not  other- 
wise provided  for  in  the  PPS  payment  structure.  It 
also  includes  a  recommended  adjustment  to  offset 
expected  change  in  the  average  DRG  weight.  The 
Commission  has  preliminarily  estimated  that  these 
factors  nearly  offset  one  another.  The  net  effect  on 
the  update  is  -0.1  percent.  These  estimates  may  be 
revised  when  more  recent  data  become  available. 

Recommendation  5  satisfies  the  Commission's 
statutory  obligation  to  recommend  an  update  factor 
for  hospitals  and  distinct-part  units  of  hospitals 
excluded  from  PPS.  These  hospitals  and  units 
continue  to  be  paid  on  a  reasonable  cost  basis, 
subject  to  limits  on  increases  in  reimbursement  per 
case.  The  Commission  recommends  a  5.1  percent 
update  in  the  limit  for  children's  hospitals  and 
units,  and  a  5.2  percent  update  in  the  limit  for 
psychiatric,  rehabilitation,  and  long-term  care  hos- 
pitals and  units. 

Recommendation  6  underscores  the  Commis- 
sion's conviction  that  Medicare  cost  report  data 
should  continue  to  be  available  for  the  update 
recommendation  and  other  purposes.  The  Com- 
mission is  impressed  with  the  improved  timeliness 
of  the  data  since  last  year.  Nevertheless,  further 
improvements  in  timeliness  should  be  sought,  and 
measures  should  be  taken  to  enhance  and  verify  the 
accuracy  of  the  data. 

Adjustments  to  the  PPS  Payment  Formula 

The  Commission  continues  to  be  concerned  with 
technical  improvements  to  the  calculation  of  PPS 
payments.  Such  improvements  will  distribute  pay- 
ments more  equitably  among  hospitals  and  lower 
the  risk  of  access  and  quality  problems  for  benefi- 
ciaries. Recommendations  7  through  11  address 
several  potential  adjustments  to  the  methods  of 
calculating  PPS  payments. 

In  its  1986  and  1987  reports  to  the  Secretary, 
the  Commission  presented  detailed  recommenda- 
tions related  to  paying  for  capital  under  PPS.  The 
Congress  has  decided  to  continue  to  defer  prospec- 
tive payment  for  capital  and  has  instituted  reduc- 
tions in  capital  costs  reimbursed  on  a  pass-through 
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basis.  The  Commission  is  concerned  about  the 
adverse  incentives  that  this  dual  payment  system 
may  create  over  time.  In  Recommendation  7,  the 
Commission  advises  making  supplemental  pay- 
ments to  hospitals  for  inpatient-related  capital  costs 
incurred  at  other  facilities.  This  adjustment  is  in- 
tended to  reduce  hospitals'  incentives  to  develop 
the  capacity  to  provide  all  services  in-house. 

The  indirect  teaching  and  disproportionate  share 
adjustments  were  designed  to  compensate  hospitals 
for  costs  that  are  not  otherwise  recognized  in  PPS 
payments.  In  Recommendation  8,  ProPAC  ex- 
presses its  belief  that  these  adjustments  should 
regularly  be  assessed  with  current  data  to  monitor 
the  relationship  between  teaching  and  service  to 
the  poor  and  Medicare  costs. 

In  its  1985,  1986,  and  1987  reports  to  the 
Secretary,  the  Commission  recommended  improv- 
ing the  way  that  hospital  labor  market  areas  are 
defined  under  PPS.  These  definitions  substantially 
affect  the  distribution  of  hospital  payments  because 
they  are  used  to  apply  the  area  wage  index  adjust- 
ment to  PPS  prices  for  every  hospital.  The  Com- 
mission remains  convinced  that  the  current  defini- 
tions are  seriously  flawed  and  can  be  substantially 
improved  with  existing  data.  Because  the  Secretary 
has  not  yet  modified  these  definitions,  ProPAC 
reiterates  its  proposed  improvements  in  Recom- 
mendation 9. 

The  welfare  of  beneficiaries  who  rely  on  small, 
isolated  rural  hospitals  for  Medicare  services  con- 
tinues to  concern  the  Commission.  In  Recommen- 
dation 10,  ProPAC  proposes  assessing  whether 
Sole  Community  Hospital  (SCH)  policies  ade- 
quately protect  beneficiary  welfare  in  isolated  rural 
areas.  In  Recommendation  11,  the  Commission 
also  advises  making  the  criteria  used  to  designate 
SCHs  more  specific  and  uniform,  and  proposes 
assessing  whether  the  criteria  themselves  can  be 
improved. 

Quality  of  Care 

Concern  for  beneficiary  welfare  enters  into  virtu- 
ally all  the  Commission's  deliberations  and  resul- 
tant recommendations.  In  addition,  many  of 
ProPAC 's  resources  are  expended  on  assessing  the 
consequences  of  PPS  for  beneficiaries,  such  as 


researching  the  effects  of  PPS  on  quality  and 
beneficiary  financial  impact. 

In  Recommendation  12  and  its  discussion,  the 
Commission  reiterates  points  made  in  previous 
reports.  Once  again,  it  urges  the  Secretary  to  initi- 
ate a  comprehensive  evaluation  of  PRO  quality  of 
care  review  activities.  Information  from  such  an 
evaluation  would  be  extremely  helpful  in  assessing 
the  quality  of  care  Medicare  beneficiaries  receive 
under  PPS  and  in  identifying  potential  problem 
areas  for  further  investigation. 

Patient  Classification  and  Case-Mix 
Measurement 

The  Commission  continues  to  believe  that  DRGs 
are  the  most  appropriate  available  measure  of  hos- 
pital case  mix  for  PPS.  In  Recommendation  13, 
ProPAC  restates  its  conclusion  that  available  data 
can  be  used  to  refine  and  improve  the  DRG  system. 
In  addition,  temporary,  technology-specific  DRGs 
should  be  used  when  existing  DRGs  do  not  ade- 
quately reflect  changing  medical  technology. 

In  Recommendation  14,  ProPAC  stresses  again 
the  necessity  and  feasibility  of  improving  the  Inter- 
national Classification  of  Disease  (ICD-9-CM)  cod- 
ing system  and  its  use  in  DRG  assignment.  In 
particular,  the  Commission  believes  that  a  more 
structured  and  consultative  process  involving  ad- 
vice from  clinical  specialists  should  be  used  in 
adapting  ICD-9-CM  codes  to  new  diagnoses  and 
technologies. 

DRG  Classification  and  Weighting  Factors 

The  PPS  statute  requires  the  Commission  to: 

.  .  .  consult  with  and  make  recommendations  to 
the  Secretary  with  respect  to  the  need  for  adjust- 
ments [in  classification  and  weighting  factors] 
.  .  .  based  on  its  evaluation  of  scientific  evi- 
dence with  respect  to  new  practices,  including 
the  use  of  new  technologies  and  treatment 
modalities. 

These  adjustments  refer  to  the  system  for: 

.  .  .  classification  of  inpatient  hospital  discharges 
by  diagnosis-related  groups  and  a  methodology 
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for  classifying  specific  hospital  discharges  within 
these  groups. 

They  also  relate  to  the  assignment  of: 

...  an  appropriate  weighting  factor  [to  each 
diagnosis-related  group]  which  reflects  the  rela- 
tive hospital  resources  used  with  respect  to  dis- 
charges classified  within  that  group  compared  to 
discharges  classified  within  other  groups. 

Recommendations  15  through  17  provide  advice 
to  improve  the  ability  of  the  DRGs  to  reflect 
relative  resource  use  of  hospitalized  Medicare  ben- 
eficiaries. The  Commission  believes  that  the  DRG 
weights  should  be  based  on  costs,  but  it  questions 
the  accuracy  of  DRG-level  estimates  derived  from 
Medicare  billing  and  cost  report  data.  In  Recom- 
mendation 15,  the  Commission  advises  the  Secre- 
tary to  implement  cost-based  weights  in  fiscal  year 
1989.  At  the  same  time,  the  Secretary  should  take 
steps  to  verify  and  improve  the  accuracy  of  the  cost 
report  data  and  methods  of  adjusting  charges  to 
estimate  costs. 

Recommendation  16  proposes  a  change  in  the 
principles  used  to  assign  cases  to  DRG  468,  which 
contains  all  cases  with  surgical  procedures  unre- 
lated to  the  principal  diagnosis.  The  Commission 
believes  that  most  cases  should  be  reassigned  to 
existing  DRGs  on  the  basis  of  secondary  diagnosis. 

Recommendation  17  is  concerned  with  burn 
DRGs,  in  which  the  sickest  cases  tend  to  be 
concentrated  in  burn  hospitals  and  units.  ProPAC  is 
aware  that  the  Congress  addressed  this  problem  in 
recent  legislation  by  increasing  outlier  payments 
for  the  burn  DRGs.  The  Commission  will  examine 
this  issue  further  and  will  report  its  recommenda- 
tions to  the  Congress  and  to  the  Secretary  as 
required  by  OBRA  1987. 

Payment  for  Outlier  Cases 

In  Recommendation  18,  the  Commission  states 
its  belief  that  outlier  payment  policy  is  inadequate 
and  ought  to  be  substantially  reformed.  ProPAC 
specifically  recommends  movement  to  hospital- 
specific  cost-to-charge  ratios  for  calculation  of  cost 
outlier  payments.  The  Commission  also  believes 
that  greater  emphasis  should  be  placed  on  costs 
rather  than  on  length  of  stay,  as  is  now  the  case.  As 


an  interim  measure,  the  Commission  recommends 
a  modest  shift  toward  greater  emphasis  on  costs  in 
the  way  outlier  payments  are  calculated  in  fiscal 
year  1989. 

In  addition,  ProPAC  believes  that  consideration 
should  be  given  to  devoting  a  higher  proportion  of 
total  PPS  payments  to  outliers  than  current  law 
allows,  once  a  more  optimal  payment  strategy  is 
developed.  The  Commission  recommends  paying 
the  maximum  6  percent  allowed  under  the  statute 
in  fiscal  year  1989,  and  adjusting  payment  in  the 
future  if  the  amount  paid  for  outliers  differs  from 
the  amount  set  aside. 

The  Commission  realizes  that  the  Secretary  is 
contemplating  a  reform  of  outlier  payment  policy, 
and  that  such  reform  may  require  legislation. 
Needed  improvements  in  this  area  must  be  sup- 
ported by  thorough  analysis.  The  Secretary  should 
proceed  with  this  analysis  as  quickly  as  possible  so 
that  improvements  are  not  unnecessarily  delayed. 
In  this  effort,  ProPAC  will  confer  with  and  assist 
the  Secretary  in  any  way  possible. 

OTHER  ISSUES  CONSIDERED  BY 
THE  COMMISSION 

The  Commission  addressed  several  issues  that 
did  not  lead  to  recommendations.  These  were  re- 
lated to  new  and  changing  technologies  and  prac- 
tice patterns,  specialty  centers  and  units,  mechani- 
cal ventilation,  multiple  major  joint  replacements, 
thrombolytic  therapy,  adjustments  to  the  labor  and 
nonlabor  portions  of  the  standardized  amounts, 
Acquired  Immune  Deficiency  Syndrome  (AIDS), 
and  hospital-specific  mortality  statistics. 

New  and  Changing  Technologies  and 
Practice  Patterns 

In  previous  reports,  the  Commission  recom- 
mended making  adjustments  in  DRG  assignment 
or  payment  for  cases  involving  cardiac  pacemak- 
ers, penile  prostheses,  implantable  defibrillators, 
cochlear  implants,  and  magnetic  resonance  imag- 
ing. The  Secretary  has  made  some  adjustments 
related  to  implantable  defibrillators,  but  no  others. 

ProPAC  remains  convinced  that  payment  consid- 
erations should  not  lead  hospitals  to  deny  patients 
access  to  quality-enhancing  technologies.  The 
Commission  will  therefore  continue  to  monitor  the 
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use  of  these  technologies  and  to  recommend  pay- 
ment adjustments  where  appropriate. 

Specialty  Centers  and  Units 

The  Commission  conducted  several  analyses 
comparing  the  average  costs  that  specialty  centers 
and  units  incur  with  the  PPS  payments  they  re- 
ceive. Designed  to  examine  the  relationship  be- 
tween costs  and  payments  for  a  select  group  of 
DRGs,  the  analyses  included  the  following  types  of 
specialty  centers  and  units:  burn,  cancer,  cystic 
fibrosis,  dermatology,  epilepsy,  hemophilia,  spinal 
cord  injury,  and  trauma. 

The  Commission  supports  the  intent  of  the  pro- 
vision in  OBRA  1987  that  temporarily  increases 
outlier  payments  for  burn  DRGs.  To  develop  a 
more  adequate  long-term  solution,  ProPAC  will 
continue  its  analysis  of  burn  centers  and  units 
(Recommendation  17).  In  addition,  the  Commis- 
sion will  continue  its  analyses  of  cancer,  epilepsy, 
dermatology,  hemophilia,  and  trauma  centers  and 
units. 

In  general,  the  Commission  believes  that  im- 
provements in  outlier  payment  policy  will  amelio- 
rate some  of  the  financial  difficulties  facing  certain 
specialty  centers.  For  instance,  the  Commission  is 
concerned  about  the  high  percentage  of  outlier 
cases  treated  at  spinal  cord  injury  centers.  Al- 
though there  were  few  Medicare  discharges  from 
these  centers,  costs  were  substantially  higher  than 
payments.  This  difference  may  result  from  the 
higher  percentage  of  outlier  cases  treated  at  such 
centers. 

In  addition,  the  Commission  is  concerned  about 
the  use  of  Medicare  DRGs  by  other  payers  whose 
patient  populations  may  differ  from  Medicare's. 
ProPAC  is  particularly  concerned  that  PPS  may  not 
adequately  compensate  hospitals  for  treating  pa- 
tients with  cystic  fibrosis.  However,  payment  for 
other  patients  in  the  same  DRGs  as  those  with 
cystic  fibrosis  appears  appropriate.  While  rela- 
tively few  Medicare  beneficiaries  have  cystic  fibro- 
sis, people  with  this  disease  may  constitute  a  larger 
percentage  of  other  payers'  patient  populations.  It 
may  thus  be  inappropriate  for  other  payers  to  use 
Medicare  DRGs,  as  currently  constructed,  for  pay- 
ment purposes.  The  Commission  therefore  hopes 
that  other  payers  will  carefully  evaluate  the  use  of 
Medicare  DRGs  for  their  beneficiaries. 


The  Commission  is  also  concerned  about  the 
adequacy  of  payment  for  dermatology  DRGs. 
ProPAC 's  preliminary  findings  indicate  that,  on 
average,  payments  were  substantially  less  than  costs 
for  several  of  the  DRGs  and  subgroups  within  the 
DRGs  examined.  The  difference  was  greater  for 
hospitals  with  specialized  dermatology  departments 
compared  with  other  PPS  hospitals.  The  analysis 
also  indicates  that  in  some  DRGs  part  of  the 
difference  results  from  payments  that  were  less 
than  costs  for  both  inlier  and  outlier  cases.  How- 
ever, the  Commission  was  unable  to  determine 
exactly  what  caused  this  difference.  Therefore, 
ProPAC  will  continue  studying  this  issue  in  the 
coming  year.  The  analysis  will  assess  the  ade- 
quacy of  codes  and  the  current  classification  of 
dermatology  cases.  In  addition,  the  Commission 
will  examine  the  effect  of  potential  improvements 
in  outlier  payment  policy. 

Finally,  the  Commission  questions  the  appropri- 
ateness of  PPS  payment  for  patients  with  hemo- 
philia. The  analyses  indicate  that,  for  these  pa- 
tients, some  DRGs'  costs  exceeded  payments.  Part 
of  the  difference  between  costs  and  payments  may 
result  from  the  clotting  factor  concentrate  required 
by  these  patients.  The  Commission  will  continue 
analysis  of  this  issue  in  the  upcoming  year.  (For 
more  information  on  these  analyses  refer  to  Tech- 
nical Appendix  B.) 

Mechanical  Ventilation 

In  its  April  1987  report,  the  Commission  recom- 
mended a  review  of  ICD-9-CM  coding  rules  to 
better  identify  and  classify  patients  with  respira- 
tory failure,  many  of  whom  require  mechanical 
ventilation.  Beginning  with  fiscal  year  1988,  the 
Health  Care  Financing  Administration  (HCFA)  in- 
troduced a  new  diagnosis  code  (518.81)  for  the 
classification  of  respiratory  failure.  In  addition, 
HCFA  recognized  the  higher  costs  of  care  fur- 
nished patients  requiring  mechanical  ventilation  by 
creating  DRGs  474  and  475.  Patients  can  be  as- 
signed to  these  DRGs  only  if  they  have  a  principal 
diagnosis  in  Major  Diagnostic  Category  (MDC)  4 
and  also  receive  a  tracheostomy  or  require  both 
endotracheal  intubation  and  mechanical  ventilation. 

The  new  DRGs  relieve  the  significant  previous 
payment  inequities  for  most  cases  in  MDC  4, 
although  problems  remain  for  some  surgical  pa- 
tients in  MDC  4  and  for  cases  in  other  MDCs.  The 
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Commission  is  concerned,  however,  with  the  deci- 
sion to  use  procedure  codes  rather  than  diagnostic 
codes  to  categorize  patients  with  respiratory  fail- 
ure. ProPAC  will  continue  to  monitor  the  experi- 
ence with  the  new  DRG  and  assess  the  appropriate- 
ness of  the  classification  and  payment  amounts. 

Multiple  Major  Joint  Replacements 

At  the  beginning  of  PPS,  all  patients  undergoing 
one  or  more  major  joint  replacement  or  limb  reat- 
tachment procedures  were  assigned  to  DRG  209. 
In  response  to  concerns  that  the  single  DRG  did 
not  recognize  the  significantly  higher  costs  of 
patients  undergoing  multiple  joint  procedures, 
HCFA  created  DRG  471  (Bilateral  or  Multiple 
Major  Joint  Procedures)  in  fiscal  year  1986.  Cases 
having  certain  combinations  of  major  lower  joint 
replacement  procedures  performed  within  a  single 
hospitalization  are  classified  in  this  new  DRG.  The 
payment  weight  for  cases  in  DRG  471  is  about  50 
percent  higher  than  the  weight  for  DRG  209. 

The  Commission  has  examined  the  experience 
to  date  with  DRGs  209  and  47 1  and  has  concluded 
that  the  new  DRG  results  in  more  appropriate 
clinical  classification  and  payment  amounts. 

Thrombolytic  Therapy 

Thrombolytic  therapy — using  tissue  plasmino- 
gen activator  (TPA),  streptokinase,  and  other 
thrombolytic  agents — is  indicated  for  certain  pa- 
tients with  acute  myocardial  infarction  (MI).  While 
TPA  is  considerably  more  costly  than  other  throm- 
bolytic agents,  clinical  data  have  not  fully  identi- 
fied the  short-  and  long-term  relative  benefits  and 
risks  of  the  different  agents.  Moreover,  there  is  a 
great  deal  of  uncertainty  about  the  effect  of  alter- 
native agents  on  the  use  of  other  hospital  resources, 
such  as  cardiac  catheterization. 

The  Commission  considered  a  number  of  pay- 
ment options  to  reflect  the  increased  costs  of 
thrombolytic  therapy.  Among  them  are:  paying  for 
the  costs  of  agents  on  a  pass-through  basis,  creat- 
ing a  special  additional  payment  for  the  care  of 
patients  receiving  thrombolytic  therapy,  and  creat- 
ing one  or  more  new  temporary  DRGs. 

ProPAC  decided  to  include  the  costs  of  thrombo- 
lytic therapy  in  the  science  and  technology  compo- 
nent of  the  discretionary  adjustment  factor  (Rec- 


ommendation 3).  The  Commission  assumes  that 
thrombolytics  will  diffuse  evenly  through  hospital 
groups,  as  myocardial  infarction  is  common  to 
many  demographically  varied  patient  groups.  Ulti- 
mately, recalibration  will  result  in  more  appropri- 
ate DRG  relative  weights  as  the  technology  dif- 
fuses. 

Adjustment  of  the  Standardized  Amounts 
for  Expensive  Device  DRGs 

In  its  April  1986  report,  the  Commission  recom- 
mended adjusting  the  portions  of  the  standardized 
amounts  attributed  to  labor  and  nonlabor  costs  for 
certain  DRGs  that  frequently  involve  the  use  of 
expensive  devices.  This  recommendation  was  based 
on  ProPAC  analysis  showing  that,  for  these  DRGs, 
payments  relative  to  costs  are  greater  for  hospitals 
in  high-wage  areas  than  for  those  in  low-wage 
areas. 

ProPAC  has  examined  the  findings  from  re- 
search funded  by  HCFA  on  this  subject.  The  Com- 
mission has  concluded  that  payment  problems  for 
most  DRGs  involving  expensive  medical  devices 
are  not  as  substantial  as  it  thought  in  early  1986. 
Therefore,  the  Commission  no  longer  recommends 
an  adjustment. 

Acquired  Immune  Deficiency  Syndrome 

The  Commission  considered  a  number  of  topics 
related  to  patients  with  AIDS.  Currently,  only  a 
small  number  of  AIDS  patients  are  covered  by 
Medicare.  The  number  may  increase  due  to  ad- 
vances in  therapy  or  changes  in  Medicare  disability 
or  entitlement  rules.  Information  about  inpatient 
hospital  costs  and  DRG  payments  for  Medicare 
AIDS  patients  is  sparse,  but  recent  improvements 
in  ICD-9-CM  coding  should  soon  improve  this 
situation. 

The  Commission  simulated  DRG  assignment  and 
examined  average  costs  for  AIDS  patients.  The 
analysis  suggested  that  current  DRG  assignment 
and  payment  rules  may  not  be  appropriate  for 
AIDS  cases.  The  Commission  will  monitor  changes 
in  Medicare  eligibility  of  AIDS  patients  and  ad- 
vances in  treatment  that  may  affect  the  number  of 
Medicare-eligible  patients.  ProPAC  will  also  exam- 
ine the  appropriateness  of  DRG  assignment  and 
payment  as  additional  information  becomes  avail- 
able. 
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Preliminary  analysis  indicates  that  the  presence 
of  AIDS  patients  has  altered  routine  hospital  infec- 
tion control  procedures  in  ways  that  increase  the 
costs  of  caring  for  all  patients  in  hospitals.  The 
Commission  decided  to  include  an  estimate  of  the 
Medicare  share  of  such  costs  in  the  science  and 
technology  portion  of  the  discretionary  adjustment 
factor  (Recommendation  3). 

Hospital-Specific  Mortality  Statistics 

In  December  1987,  HCFA  released  hospital- 
specific  mortality  data.  Before  doing  so,  HCFA 
asked  ProPAC  to  comment.  The  Commission  re- 
sponded by  letter  and  also  sponsored  additional 
research  on  this  topic. 

The  Commission  supports  the  effort  to  provide 
more  information  on  health  outcomes  through  the 
release  of  hospital-specific  mortality  information. 
However,  the  Commission  encourages  the  Secre- 
tary to  increase  efforts  to  educate  providers,  bene- 
ficiaries, and  others  concerning  appropriate  use  of 
the  information.  ProPAC  anticipates  that  the  Secre- 
tary will  continue  to  refine  and  improve  the  meth- 
ods for  calculating  hospital-specific  mortality  sta- 
tistics and  will  examine  and  develop  other  measures 
for  evaluating  health  outcomes. 

The  Commission  believes  that  mortality  statis- 
tics must  be  interpreted  carefully  and  should  serve 
as  a  screen  to  indicate  whether  additional  quality 
review  should  be  undertaken.  One  of  the  major 
benefits  of  such  data  is  that  poor  mortality  experi- 
ence may  encourage  some  hospitals  to  examine 
their  procedures  carefully  to  discover  whether  they 
have  overlooked  ways  of  improving  quality. 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1989 

Updating  PPS  Payments 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1989,  the  standardized 
amounts  should  be  updated  by  the  follow- 
ing factors: 

•  An  average  1.1  percent  reduction  to  re- 
flect first-year  PPS  cost  information.  This 


reduction  entails  separate  adjustments  for 
urban  and  rural  hospitals  of  1.2  and  0.4 
percent,  respectively; 

•  The  projected  increase  in  the  hospital 
market  basket  (currently  estimated  to  be 
5.1  percent); 

•  A  discretionary  adjustment  factor  of  1.4 
percentage  points  composed  of  the  follow- 
ing: 

—  A  positive  allowance  for  scientific  and 
technological  advancement,  offset  by 
an  equal  negative  allowance  for  pro- 
ductivity improvement,  with  no  ad- 
justment for  site-of-care  substitution; 
and 

—  A  positive  allowance  for  real  case-mix 
change  (currently  estimated  to  be  1.4 
percent). 

In  addition,  the  DRG  weights  should  be 
adjusted  to  remove  any  increase  in  the  aver- 
age DRG  weight  occurring  during  fiscal 
year  1988  (currently  estimated  to  be  1.5 
percent). 

This  recommendation  reflects  the  Commis- 
sion's judgment  about  the  appropriate  in- 
crease in  the  level  of  PPS  prices  for  fiscal 
year  1989.  It  assumes  that  the  Commis- 
sion's other  concerns  regarding  the  pay- 
ment formula  and  the  DRG  weighting  fac- 
tors are  also  addressed  in  the  fiscal  year 
1989  payment  rates. 

The  Commission's  recommendation  would  re- 
sult in  an  estimated  3.9  percent  increase  in  the 
average  level  of  PPS  prices  for  fiscal  year  1989. 
This  represents  an  estimated  increase  of  3.8  per- 
cent for  urban  hospitals  and  4.6  percent  for  rural 
hospitals.  The  recommendation  includes  a  separate 
adjustment  for  urban  and  rural  hospitals  to  account 
for  different  cost  experiences  reflected  by  the  first- 
year  PPS  cost  data.  The  table  below  summarizes 
the  components  of  the  Commission's  update  factor 
recommendation . 

The  numerical  amount  of  the  Commission's  up- 
date factor  recommendation  is  likely  to  be  modi- 
fied as  more  current  market  basket  forecasts  and 
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additional  information  regarding  changes  in  hospi- 
tal case  mix  become  available.  In  particular,  the 
Commission  is  concerned  that  current  national  hos- 
pital wage  data  and  forecasts  do  not  yet  reflect  a 
recent  trend  in  relatively  high  wage  increases  for 
nurses. 

Current  law  requires  that  the  fiscal  year  1989 
PPS  prices  increase  by  the  market  basket  minus  2.0 
percent  for  hospitals  in  urban  areas  with  a  popula- 
tion of  1  million  or  more,  market  basket  minus  2.5 
percent  for  other  urban  hospitals,  and  market  bas- 
ket minus  1.5  percent  for  rural  hospitals.  These 
updates  average  to  about  3.0  percent  based  on  the 
current  market  basket  forecast  of  5.1  percent. 
Adoption  of  the  Commission's  update  recommen- 
dation would  thus  require  legislative  action. 


The  rationale  for  the  Commission's  proposed 
update  factor  is  presented  in  Recommendations  2 
through  4  and  accompanying  discussions.  In  addi- 
tion, Technical  Appendix  A  contains  background 
information  and  analysis  on  issues  related  to  the 
update  of  PPS  payments. 

The  Commission's  recommended  3.9  percent 
update  factor  will  lead  to  a  larger  increase  in  the 
average  payment  per  case  between  fiscal  years 
1988  and  1989.  The  update  factor  is  applied  to  the 
standardized  amounts  in  place  at  the  end  of  fiscal 
year  1988.  Because  these  amounts  do  not  take 
effect  until  April  1988 — halfway  through  the  Fed- 
eral fiscal  year — the  average  fiscal  year  1988  pay- 
ment will  be  lower  than  end-of-the-year  rates.  The 
Commission's  recommendation  assumes  that  the 


Estimated  Increase  in  PPS  Prices  For  Fiscal  Year  1989 
Under  Commission  Recommendations3 


Adjustment  to  level  of  standardized  amounts 

Urban  -1.2% 

Rural  -0.4 

Average  adjustment  to  standardized  amounts  -1.1 


FY89  Update  Factor 

FY89  market  basket  forecast   5.1 

Correction  for  FY88  forecast  error   0.0 

Components  of  discretionary  adjustment  factor 

Scientific  and  technological  advancement  0.5b 

Productivity  -0.5b 

Site  substitution  0.0b 

Real  case-mix  change  in  FY88  1.4 

DRG  case-mix  index   0.9 

Within  DRG  patient  complexity   0.5 

Total  discretionary  adjustment  factor  1.4 

Estimated  total  change  in  case-mix  index  for  FY88 

(DRG  weights  adjusted  after  recalibration)  -1.5 

Subtotal:  Update  and  case-mix  adjustment  5.0 


Total  change  in  PPS  prices 

Urban  3.8 

Rural  4.6 

Average  total  change  In  PPS  prices  3.9 


a    Market  basket  and  case-mix  change  estimates  are  likely  to  be  modified  as  more  recent  data  and 
forecasts  become  available. 

b    In  the  Commission's  judgment,  the  scientific  and  technological  advancement,  productivity,  and  site 
substitution  components  of  the  DAF  should  sum  to  zero.  The  individual  estimates  here  represent  only 
one  point  in  a  reasonable  range  for  each  component. 
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Congress  intended  that  the  end-of-year  rates  should 
be  used  as  the  base  for  applying  the  update  factor. 

In  its  deliberations,  the  Commission  reviewed 
sample  Medicare  cost  report  data  for  the  first  three 
years  of  PPS.  These  preliminary  data  show  in- 
creases in  Medicare  operating  cost  per  case  of 
about  10  percent  annually  during  the  second  and 
third  years  of  PPS.  The  increase  is  roughly  6 
percentage  points  higher  than  inflation  in  the  hos- 
pital market  basket.  American  Hospital  Associa- 
tion data  suggest  that  this  rate  of  increase  has 
continued.  This  trend  is  partly  related  to  the  sub- 
stantial decline  in  Medicare  admissions  during  the 
early  years  of  PPS .  But  market  basket  inflation  and 
volume  decline  do  not  explain  the  cost  increase 
entirely. 

Revenue  increases  matched  the  10  percent  figure 
in  the  second  year  of  PPS,  but  fell  to  about  3 
percent  in  the  third  year.  Consequently,  the  overall 
PPS  operating  margin  fell  from  about  14  percent 
during  the  first  two  years  of  PPS  to  about  8  percent 
in  the  third  year.  Margins  have  probably  continued 
to  decline  since  then.  Although  this  information 
was  not  used  to  develop  a  specific  component  of 
the  update  factor,  it  provided  a  context  for  the 
Commission's  deliberations  on  the  appropriate  level 
of  PPS  payments.  Trends  in  hospital  costs,  reve- 
nues, and  operating  margins  will  be  examined  in 
ProPAC's  June  1988  report  to  the  Congress,  Medi- 
care Prospective  Payment  and  the  American  Health 
Care  System. 

Recommendation  2:  Adjustment  to  the  Level 
of  the  Standardized  Amounts 

The  update  factor  for  fiscal  years  1989  and 
1990  should  include  an  adjustment  to  lower 
the  standardized  amounts  an  average  of  1.1 
percent  each  year.  The  urban  standardized 
amount  should  be  reduced  by  1.2  percent, 
and  the  rural  amount  by  0.4  percent.  The 
adjustments  are  based  on  the  Commission's 
judgment  of  how  information  on  average 
Medicare  costs  per  case  from  the  first  year 
of  PPS  should  be  incorporated  into  the 
update  factor. 

This  recommendation  reflects  a  judgment  made 
by  the  Commission  in  1987  that  the  update  factor 
should  include  a  reduction  to  the  standardized 
amounts.  At  that  time,  ProPAC  also  recommended 


phasing  in  the  reduction  over  a  three-year  period, 
beginning  in  fiscal  year  1988.  The  Commission 
continues  to  believe  the  reduction  is  appropriate. 
Due  to  recent  congressional  action,  however,  this 
year's  recommendation  modifies  the  amount  of  the 
adjustment  for  the  remaining  two  years  of  the 
phase-in  period. 

The  Commission's  original  recommendation 
stemmed  from  a  review  of  data  from  the  first  year 
of  PPS.  ProPAC  recalculated  the  standardized 
amounts  by  replacing  updated  1981  costs  per  case 
with  first-year  PPS  costs  per  case.  The  newly 
recalculated  amounts  were,  on  average,  12.3  per- 
cent lower:  13.0  percent  for  urban  hospitals  and 
7.6  percent  for  rural  hospitals. 

In  developing  its  1987  recommendation  for  a 
negative  adjustment  to  the  standardized  amounts, 
the  Commission  considered  several  factors.  First, 
part  of  the  differential  represents  the  costs  of 
preadmission  or  post-discharge  services  that  for- 
merly were  provided  during  the  inpatient  stay  but 
now  are  delivered  at  other  sites.  Inasmuch  as  the 
costs  of  these  services  are  covered  elsewhere  in  the 
Medicare  program,  ProPAC  thinks  that  this  part  of 
the  differential  should  be  removed  from  the  pay- 
ment rates  rather  than  shared  with  the  hospital 
industry.  Moreover,  errors  in  projecting  costs  and 
changes  in  hospital  accounting  practices  may  ac- 
count for  part  of  the  differential. 

The  treatment  of  productivity  gains  was  the 
second  factor  considered  by  the  Commission.  As 
with  its  previous  update  recommendations,  ProPAC 
maintained  that  the  portion  of  the  differential  at- 
tributed to  productivity  gains  should  be  shared 
between  the  hospital  industry  and  the  Medicare 
program.  Finally,  the  Commission  considered  the 
extent  to  which  relatively  low  update  factors  in 
fiscal  years  1986  and  1987  already  accounted  for 
part  of  Medicare's  share  of  the  cost  differential. 
After  considering  these  factors,  the  Commission 
recommended  that  5.4  percent  of  the  12  percent 
cost  differential  be  removed  over  a  three-year 
period. 

The  Commission's  April  1987  recommendation 
advised  that  the  5.4  percent  average  reduction  be 
applied  in  three  1.8  percent  annual  increments  in 
fiscal  years  1988  through  1990.  Although  this 
year's  recommendation  upholds  the  original 
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reduction,  it  revises  the  level  of  the  adjustment  for 
fiscal  years  1989  and  1990  by  taking  into  account 
the  update  factor  hospitals  received  for  fiscal  year 
1988. 

ProPAC  believes  that  in  legislating  the  updates 
for  fiscal  year  1988,  the  Congress  implicitly  ad- 
justed for  more  than  one-third  of  the  Commission's 
recommended  reduction.  That  Congress  set  the 
update  factor  substantially  below  the  market  basket 
partly  reflects  its  response  to  first-year  PPS  cost 
data.  This  year's  modification  of  the  balance  of  the 
adjustment  simply  incorporates  another  year  of 
relatively  low  updates. 

This  modification  is  computed  as  follows.  The 
average  1.4  percent  difference  between  the  Com- 
mission's recommended  total  update  factor  for  fis- 
cal year  1988  (2.3  percent)  and  the  approximate 
average  update  hospitals  actually  will  have  received 
(0.9  percent)  is  applied  to  the  balance  of  the 
Commission's  adjustment.  Thus,  the  remaining 
average  adjustment  for  fiscal  years  1989  and  1990 
is  2.2  percent:  the  3.6  percent  the  Commission 
anticipated  in  its  original  recommendation  less  1.4 
percent.  The  2.2  percent  figure  averages  a  remain- 
ing adjustment  of  2.4  percent  for  urban  hospitals 
and  0.8  percent  for  rural  hospitals.  The  Commis- 
sion believes  these  amounts  should  be  phased  in 
over  two  years.  Thus,  the  recommended  average 
reduction  for  fiscal  year  1989  is  1.1  percent:  1.2 
percent  for  urban  hospitals  and  0.4  percent  for 
rural  hospitals. 

The  disparate  effects  that  recommendations  like 
this  have  across  hospitals  continue  to  concern  the 
Commission.  An  across-the-board  adjustment  may 
have  a  detrimental  effect  on  some  hospitals,  while 
others  could  absorb  a  larger  reduction.  Distribu- 
tional concerns  have  become  even  more  important 
as  operating  margins  are  falling  for  all  hospitals. 
The  Commission  will  continue  to  recommend  im- 
provements in  the  PPS  payment  formula  and  exam- 
ine other  factors  that  might  cause  financial  difficul- 
ties for  particular  types  of  hospitals. 


Recommendation  3:  Allowance  for  Scientific 
and  Technological  Advancement  and 
Productivity  Improvement  Goals,  and 
Site-of-Care  Substitution 

For  fiscal  year  1989,  the  net  allowance  for 
scientific  and  technological  advancement, 
productivity  improvement,  and  site-of-care 
substitution  in  the  discretionary  adjustment 
factor  should  be  zero. 

The  discretionary  adjustment  factor  is  the  quan- 
titative expression  of  the  Commission's  judgment 
regarding  the  rate  at  which  the  Medicare  standard- 
ized amounts  should  increase  or  decrease  beyond 
inflation  in  the  hospital  market  basket.  It  incorpo- 
rates particular  considerations  outlined  in  the  stat- 
ute establishing  PPS.  This  adjustment  also  takes 
into  consideration  other  factors  that  ProPAC  deter- 
mines are  important.  Together  with  the  market 
basket  inflation  factor,  the  correction  for  market 
basket  forecast  error,  and  the  adjustment  to  the 
standardized  amounts,  the  DAF  updates  the  pay- 
ment rates  from  fiscal  year  1988  to  fiscal  year 
1989. 

In  constructing  the  DAF,  the  Commission  con- 
sidered four  specific  factors:  (1)  scientific  and 
technological  advancement,  (2)  hospital  productiv- 
ity improvement,  (3)  site-of-care  substitution,  and 
(4)  real  case-mix  change.  Each  factor  became  a 
component  in  the  Commission's  overall  DAF 
judgment. 

The  Commission  did  not  attempt  to  quantify 
each  component  precisely.  The  data  led  the  Com- 
mission to  conclude  that  the  reasonable  ranges  of 
the  positive  scientific  and  technological  advance- 
ment adjustment  and  the  negative  productivity  im- 
provement adjustment  are  roughly  equal.  ProPAC 
set  these  adjustments  at  0.5  percent,  recognizing 
that  other  levels  could  also  be  supported.  The 
Commission  further  decided  that  the  evidence  sup- 
porting the  negative  site  substitution  allowance  had 
diminished  substantially. 

Based  on  these  considerations,  the  Commission 
arrived  at  a  judgment  that  the  net  of  the  first  three 
components  should  be  zero.  ProPAC  concluded 
that  any  additional  expenditures  for  quality- 
enhancing,  cost-increasing  technologies  and  prac- 
tice pattern  changes  should  be  balanced  by 
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reductions  in  resource  use  associated  with  produc- 
tivity gains  and  shifts  in  the  site  of  care  to  non- 
inpatient  settings. 

When  the  recommended  increase  for  real  case- 
mix  change  is  added  into  the  DAF,  the  total  fiscal 
year  1989  DAF  recommendation  represents  a  1.4 
percent  increase  to  the  standardized  amounts.  Con- 
sistent with  its  treatment  of  quality  and  long-term 
cost-effectiveness  in  previous  recommendations, 
the  Commission  considered  these  factors  when  it 
set  the  level  of  the  DAF  and  examined  each  of  the 
DAF  components. 

The  individual  adjustments  for  scientific  and 
technological  advancement,  hospital  productivity, 
and  site-of-care  substitution  are  discussed  below. 
The  adjustment  for  real  case-mix  change  is  ad- 
dressed in  Recommendation  4. 

Scientific  and  Technological  Advancement — 

The  scientific  and  technological  advancement  al- 
lowance is  a  future-oriented  policy  target.  It  pro- 
vides additional  funds  for  the  hospitals  to  improve 
services  by  adopting  quality-enhancing,  cost- 
increasing  health  care  advances. 

As  stated  in  previous  reports,  the  Commission 
believes  that  advances  resulting  in  greater  hospital 
efficiency  do  not  require  a  special  allowance  since 
they  should  lower  hospital  costs.  The  effects  of 
cost-decreasing  technologies  are  considered  im- 
plicity  in  the  productivity  target. 

The  policy  target  must  ultimately  be  based  on 
judgment  since  it  is  impossible  to  enumerate  all 
the  technologies  that  meet  this  definition  and  to 
define  their  costs  precisely.  In  order  to  develop  a 
more  informed  judgment,  however,  the  Commis- 
sion examines  a  representative  set  of  important 
new  technologies  and  scientific  developments. 

Based  on  this  examination,  the  Commission 
estimates  that  the  standardized  amounts  would  need 
to  be  increased  by  0.3  percent.  This  estimate 
includes  the  effects  of  substituting  new  for  existing 
technologies.  The  Commission's  recommendation, 
however,  is  for  a  0.5  percent  increase  to  include 
technologies  and  changes  in  practice  patterns  not 
considered  in  its  study.  In  the  Commission's  judg- 
ment, this  amount  represents  only  one  point  in  a 
reasonable  range  for  this  component. 


The  Commission's  recommendation  presumes 
that,  during  fiscal  year  1989,  hospitals  will  be  able 
to  finance  part  of  their  expenditures  for  new  tech- 
nologies from  productivity  gains.  It  further  pre- 
sumes that  Medicare  capital  payments  will  be  suf- 
ficient to  accommodate  capital  expenses  associated 
with  the  implementation  of  cost-effective  new  tech- 
nologies and  treatments.  Finally,  the  allowance  for 
real  case-mix  change  finances  part  of  the  expense 
associated  with  cost-increasing,  patient-related 
practice  pattern  changes. 

Hospital  Productivity — The  productivity  allow- 
ance in  the  DAF  is  a  future-oriented  target.  The 
Commission  believes  it  is  appropriate  to  expect 
hospitals  to  achieve  modest  productivity  gains  dur- 
ing the  coming  year. 

The  Commission  adopted  the  position  that  it  is 
both  desirable  and  appropriate  to  translate  produc- 
tivity gains  into  price  reductions.  Such  price  reduc- 
tions should  be  shared  by  the  Medicare  program, 
the  Medicare  beneficiaries,  and  the  hospital  indus- 
try. The  Commission  also  determined  that  the 
Medicare  program  should  not  subsidize  decreases 
in  productivity. 

The  Commission's  recommendation  includes  a 
minus  0.5  percent  productivity  allowance  in  the 
fiscal  1989  update  factor  for  PPS  hospitals.  This 
allowance  is  associated  with  a  target  productivity 
gain  of  1.0  percent,  since  the  Commission's  ap- 
proach is  to  share  the  productivity  gains  roughly 
equally  with  the  hospital  industry. 

Site-of-Care  Substitution — This  DAF  allowance 
reflects  the  decrease  in  average  inpatient  costs  per 
case  associated  with  reductions  in  inpatient  re- 
sources used  to  care  for  patients  admitted  to  the 
hospital.  Resource  reductions  result  from  the  pro- 
vision of  non-inpatient  services  to  patients  who 
formerly  received  such  services  during  the  inpa- 
tient stay.  The  Commission  believes  that  the  Medi- 
care program  and  the  Medicare  beneficiary  may  be 
overpaying  for  these  services  since  the  cost  base 
used  to  calculate  DRG  payment  rates  includes  the 
costs  of  services  that  are  now  being  provided  in 
other  settings. 

The  allowance  is  not  meant  to  reflect  how  the 
diversion  of  entire  admissions  to  other  settings 
affects  average  Medicare  costs  per  case.  The 
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impact  of  this  type  of  shift  is  considered  under  the 
real  case-mix  change  adjustment. 

The  Commission  recommends  no  offset  to  the 
standardized  amounts  to  accommodate  site-of-care 
substitution  in  the  fiscal  year  1989  update  factor. 
The  lack  of  an  adjustment  reflects  the  Commis- 
sion's belief  that  the  potential  for  site-of-care  sub- 
stitution has  diminished  substantially  over  time. 

Given  the  increases  in  both  case-mix  adjusted 
length  of  stay  and  intensity,  the  Commission  be- 
lieves that  the  potential  for  a  further  site  substitu- 
tion will  largely  disappear  by  fiscal  year  1989 
unless  technology  or  the  Medicare  benefit  structure 
undergo  a  major  change.  For  example,  if  nursing 
home  supply  and  benefits  expand  significantly, 
patients  may  be  discharged  earlier  to  these  settings. 
It  is  difficult,  however,  to  project  the  likelihood  of 
these  changes  in  fiscal  year  1989.  If  new  evidence 
indicates  continued  or  renewed  site-of-care  substi- 
tution, the  Commission  will  factor  this  information 
back  into  its  DAF  recommendation.  (For  back- 
ground information  supporting  this  recommenda- 
tion, see  Technical  Appendix  A.) 

Recommendation  4:  Adjustments  for  Case-Mix 
Change 

For  fiscal  year  1989,  the  update  of  PPS 
standardized  amounts  should  be  adjusted 
for  case-mix  change  in  the  following  man- 
ner: 

•  A  positive  allowance  in  the  DAF  of  0.5 
percent  for  within-DRG  case-complexity 
change; 

•  A  positive  allowance  in  the  DAF  of  0.9 
percent  for  across-DRG  patient-distribu- 
tional change;  and 

•  An  across-the-board  reduction  in  the 
DRG  weights  for  increases  in  the  case- 
mix  index  during  fiscal  year  1988,  cur- 
rently estimated  to  be  1.5  percent. 

The  Commission  believes  that  prospective  pay- 
ments to  hospitals  should  reflect  real  case-mix 
changes  associated  with  increases  in  resources  used 
by  patients.  Increases  in  payments  should  not  sys- 
tematically result  from  upcoding,  however,  which 


is  associated  with  improved  medical  record  coding 
practices  but  not  with  increased  patient  resource 
use. 

The  Commission  separates  case-mix  change  into 
three  components.  Within-DRG  case-complexity 
change  does  not  affect  hospital  payments,  but  it 
does  reflect  increases  in  patient-care  resources.  By 
contrast,  across-DRG  change  in  the  distribution  of 
patients  affects  both  payments  and  resource  use. 
Both  components  constitute  real  case-mix  change. 
Changes  in  case  mix  resulting  from  upcoding, 
however,  increase  payments  even  though  they  do 
not  reflect  increased  patient  resource  use. 

The  hospital  case-mix  index  (CMI)  measures  the 
distribution  of  cases  across  DRGs.  In  patient  bill- 
ing data,  which  is  used  to  compute  the  CMI, 
across-DRG  patient-distributional  change  and 
change  due  to  upcoding  are  indistinguishable. 
Thus,  differentiating  real  case-mix  change  from 
upcoding  in  the  CMI  is  an  extremely  important  but 
difficult  empirical  problem. 

The  Commission's  recommendation  incorporates 
three  adjustments.  These  are  needed  to  allow  pay- 
ments to  increase  due  to  real  case-mix  change  and 
to  remove  the  effects  of  upcoding  from  the  pay- 
ment base.  ProPAC  includes  an  allowance  for  both 
components  of  real  case-mix  change  as  part  of  its 
discretionary  adjustment  factor.  To  account  for 
upcoding,  the  Commission  recommends  offsetting 
all  expected  change  in  the  case-mix  index  by  an 
appropriate  percentage  reduction  in  the  DRG 
weights.  The  combined  effect  of  the  allowances 
and  the  reduction  is  to  allow  payments  to  increase 
only  for  real  case-mix  change. 

Case-mix  index  change  in  fiscal  year  1988  is 
estimated  to  be  1.5  percent.  Of  this  amount,  0.9 
percent  is  attributable  to  changes  in  the  distribution 
of  patients  across  DRGs  and  0.6  percent  to 
upcoding.  The  Commission  thus  assumes  that 
three-fifths  of  the  total  CMI  increase  is  real.  This 
assumption  is  consistent  with  past  estimates  that 
the  proportion  of  real  case-mix  change  increases  as 
the  total  CMI  change  declines. 

In  the  early  years  of  PPS,  the  CMI  increase 
attributable  to  upcoding  was  estimated  to  be  quite 
large.  The  medical  record  data  used  to  calculate 
the  original  CMIs  contained  inaccurately  and 
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incompletely  coded  information.  Hospitals  have 
improved  their  coding  practices  since  the  imple- 
mentation of  PPS.  In  addition,  hospitals  now  have 
the  incentive  to  assign  codes  legitimately  that  will 
yield  the  greatest  payment.  Both  of  these  practices 
shift  patients  into  higher- weighted  DRGs,  thus  rais- 
ing CMIs.  The  Commission  believes,  however,  that 
opportunities  for  hospitals  to  change  their  coding 
practices  are  declining.  Changes  in  coding  rules 
and  DRG  assignment  strategies  will  continue  to 
make  upcoding  possible,  although  at  a  slower  rate 
than  in  the  early  years  of  PPS . 

Across-DRG  changes  in  patient  distributions  re- 
flect increases  in  the  resources  used  in  patient 
care.  New  technologies  may  encourage  more  ag- 
gressive and  resource-intensive  treatments,  like 
lithotripsy,  that  sometimes  result  in  patients  being 
placed  in  higher- weighted  DRGs.  Substituting  out- 
patient treatments  for  inpatient  stays  is  another 
source  of  this  type  of  case-mix  change.  Such  shifts 
reduce  the  frequency  of  cases  in  the  lower-weighted 
DRGs  relative  to  the  higher- weighted  DRGs,  caus- 
ing increases  in  the  CMI.  This  is  likely  to  diminish 
as  the  opportunities  for  outpatient  shifts  subside. 

The  Commission  used  data  from  the  Commis- 
sion on  Professional  and  Hospital  Activities 
(CPHA)  to  estimate  a  long-term  trend  of  within- 
DRG  case-complexity  increases  for  the  elderly. 
Based  on  this  trend,  within-DRG  case-complexity 
change  was  estimated  to  increase  average  costs  per 
case  by  0.7  percent  in  1986.  One  indicator  of 
increases  in  this  component  of  real  case-mix 
change — declining  admission  rates — is  less  impor- 
tant now  than  in  the  early  years  of  PPS.  Stabilized 
admission  rates  indicate  that  cases  that  would  have 
been  assigned  to  low-weighted  DRGs  have  already 
been  shifted  to  outpatient  settings.  The  estimate 
based  on  the  long-term  trend,  therefore,  was  re- 
duced to  0.5  percent  in  1987. 

The  Commission  uses  data  from  HCFA  on  case- 
mix  index  change  as  the  basis  for  the  across-the- 
board  reduction  in  the  DRG  weights.  Because  the 
estimate  for  CMI  change  in  fiscal  year  1988  is  not 
yet  available,  the  Commission  is  basing  its  1988 
figure  on  the  final  estimate  of  change  during  fiscal 
year  1987.  Thus,  the  reduction  and  allowances  are 
preliminary  and  may  be  modified  when  more  cur- 
rent data  are  available.  The  Commission  will  re- 
port any  modifications  in  the  case-mix  change 


recommendation  during  the  rulemaking  period  prior 
to  the  establishment  of  the  fiscal  year  1989  pay- 
ment rates. 

Recommendation  5:  Update  Factor  for  Excluded 
Hospitals  and  Distinct-Part  Units 

For  fiscal  year  1989,  a  target  rate-of- 
increase  factor,  separate  from  the  PPS  up- 
date factor,  should  be  used  to  update  pay- 
ment rates  for  the  group  of  psychiatric, 
rehabilitation,  and  long-term  care  hospitals 
and  hospital  distinct-part  units  excluded 
from  PPS.  The  target  rate-of-increase  fac- 
tor should  reflect  the  projected  increase  in 
the  hospital  market  basket  for  these  hospi- 
tals, corrected  for  forecast  error.  The  net 
allowance  for  scientific  and  technological 
advancement  and  productivity  should  be 
zero,  consistent  with  the  targets  established 
for  PPS  hospitals. 

For  fiscal  year  1989,  the  target  rate-of- 
increase  factor  for  children's  hospitals  and 
distinct-part  units  should  reflect  the  pro- 
jected increase  in  the  hospital  market  bas- 
ket for  PPS  hospitals,  corrected  for  forecast 
error.  The  net  allowance  for  scientific  and 
technological  advancement  and  productiv- 
ity should  be  zero. 

Besides  inflation  and  the  correction  for  market 
basket  forecast  error,  the  Commission's  update  fac- 
tor recommendation  for  excluded  facilities  includes 
two  allowances:  one  for  scientific  and  technologi- 
cal advancement,  and  another  for  productivity  im- 
provement. The  Commission  did  not  attempt  to 
quantify  each  allowance  precisely.  Instead,  it  deter- 
mined that  the  net  of  the  individual  DAF  allow- 
ances should  be  zero. 

Based  on  currently  projected  market  basket  in- 
flation rates,  ProPAC  estimates  that  this  recom- 
mendation results  in  a  5.2  percent  target  rate-of- 
increase  for  psychiatric,  rehabilitation,  and  long- 
term  care  facilities.  For  children's  hospitals,  the 
target  rate-of-increase  is  5.1  percent.  These  esti- 
mates are  subject  to  revision  as  more  current 
forecasts  of  inflation  become  available. 

The  Commission's  approach  to  developing  the 
update  factor  for  excluded  hospitals  is  discussed  in 
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the  following  sections.  Its  recommendations  for 
excluded  facilities  are  summarized  in  the  table 
following  this  discussion. 

Excluded  Hospitals — The  PPS  statute  created 
two  broad  classes  of  hospitals:  those  that  are  paid 
on  the  basis  of  DRGs  and  those  that  are  not. 
Excluded  hospitals — psychiatric,  rehabilitation, 
children's,  and  long-term  care  hospitals  (hospitals 
with  unusually  long  average  lengths  of  stay) — 
continue  under  cost-reimbursement  rules,  which 
limit  increases  in  reimbursement  per  discharge. 
Both  the  PPS  standardized  amounts  and  the  reim- 
bursement limits  for  excluded  facilities  are  to  be 
updated  each  year. 

The  types  of  patients  seen  and  the  treatments 
they  receive  vary  significantly  between  PPS  and 
excluded  facilities.  In  this  report,  the  Commission 
adopts  the  same  approach  used  in  its  previous 
update  recommendations  for  excluded  facilities. 
That  is,  it  recommends  that  separate  update  factors 
be  developed  for  children's  hospitals  and  for  the 
group  of  psychiatric,  rehabilitation,  and  long-term 
care  facilities  excluded  from  PPS. 

Market  Basket — As  in  previous  reports,  the 
Commission  recommends  using  the  PPS  market 
basket  inflation  factor  for  children's  facilities.  It 
recommends  calculating  a  separate  inflation  factor 
for  the  group  of  rehabilitation,  psychiatric,  and 
long-term  care  facilities.  The  labor  share  of  ex- 
penses in  the  latter  group  of  excluded  facilities  is 
substantially  higher  than  in  PPS  hospitals.  Chil- 
dren's hospitals,  however,  have  been  shown  to  have 
a  mix  of  labor  and  nonlabor  expenses  similar  to 
PPS  hospitals.  The  differences  in  the  use  of  labor 
and  nonlabor  resources  have  substantially  affected 


calculations  of  the  hospital  market  basket  inflation 
factor  in  certain  years. 

The  current  forecasts  of  the  fiscal  year  1989 
market  basket  increase  for  PPS  and  excluded  facili- 
ties are  extremely  close:  5.1  percent  and  5.2  per- 
cent, respectively.  This  may  not  be  the  case  in  the 
future.  It  is  important  to  continue  to  calculate 
separate  market  basket  inflation  factors  so  that 
future  differences  in  inflationary  pressures  can  be 
detected  and  appropriately  reflected  in  the  target 
rate-of-increase  factor.  In  addition,  calculation  of 
the  individual  inflation  factors  should  be  refined  to 
account  for  differences  in  the  skill  mix  of  employ- 
ees in  PPS  and  excluded  facilities. 

Scientific  and  Technological  Advancement — 

The  scientific  and  technological  advancement  al- 
lowance is  a  future-oriented  policy  target.  It  re- 
flects the  Commission's  judgment  of  the  financial 
requirements  for  hospitals  to  implement  cost- 
increasing  but  quality-enhancing  technologies  used 
to  treat  Medicare  inpatients. 

In  developing  this  allowance,  the  Commission 
applied  the  same  approach  as  that  used  for  PPS 
hospitals.  It  attempted  to  estimate  the  potential 
effect  of  newly  introduced  devices  or  treatments  on 
Medicare  costs  by  examining  a  select  group  of 
technologies. 

Analyses  led  the  Commission  to  conclude  that  it 
is  reasonable  to  incorporate  the  PPS  allowance  for 
scientific  and  technological  advancement  in  the 
update  factor  for  excluded  facilities.  Until  more 
specific  measures  of  case-mix  change  are  devel- 
oped, ProPAC  believes  the  scientific  and  techno- 
logical advancement  allowance  should  accommo- 
date treatment  modality  changes  in  response  to 


Estimated  Percent  Increase  in  Excluded  Hospital  Payment  Limits  for 
Fiscal  Year  1989  Under  Commission  Recommendations 


Psychiatric, 
Rehabilitation, 
Children's  Long-Term  Care 

FY89  market  basket  increase3  5.1%  5.2% 

Correction  for  market  basket  errors  in  FY88   0.0  0.0 

Discretionary  adjustment  factorb 

Scientific  and  technological  advancement  0.5  0.5 

Productivity  -0.5  -0.5 

Total  change  5.1  5.2 

a    Market  basket  estimate  is  likely  to  be  modified  as  more  recent  data  and  forecasts  become  available. 

b    In  the  Commission's  judgment,  the  scientific  and  technological  advancement  and  productivity  components  of  the 
DAF  should  sum  to  zero.  The  individual  estimates  here  represent  only  one  point  in  a  reasonable  range  for  each 
component. 
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changing  case  mix.  Therefore,  the  Commission  set 
the  allowance  slightly  higher  than  if  it  had  been 
based  solely  on  the  emergence  of  new  technologies. 

Productivity — The  productivity  allowance  is  a 
future-oriented  target  that  reflects  potential  changes 
in  both  efficiency  and  productivity  resulting  from 
implementation  of  constrained  target  rate-of-in- 
crease  limits. 

Wide  annual  fluctuations  in  the  excluded  facili- 
ties' admissions  and  limitations  in  the  available 
data  restrict  any  decisive  conclusions  concerning 
productivity  trends.  Given  this  uncertainty,  the 
Commission  determined  that  the  productivity  target 
for  both  excluded  and  PPS  hospitals  should  be 
equally  stringent. 

Case-Mix  and  Site-of-Care  Substitution  Ad- 
justments— The  Commission  reaffirms  its  previ- 
ous recommendation  that  no  adjustments  should  be 
made  for  case-mix  change,  real  or  otherwise,  in 
the  target  rate-of-increase  for  excluded  facilities. 
Excluded  facilities  are  not  paid  on  a  DRG  basis, 
and  coding  change  does  not  influence  their  pay- 
ments. Therefore,  any  PPS  adjustment  for  coding 
change  is  inappropriate  for  these  hospitals. 

On  the  other  hand,  excluded  hospitals  may  be 
experiencing  increases  in  the  medical  care  needs  of 
patients  due  to  earlier  transfer  of  sicker  patients 
from  PPS  hospitals.  Suitable  data  for  estimating 
the  degree  of  case-mix  change  in  excluded  facili- 
ties are  unavailable,  however.  The  Commission  has 
attempted  to  account  for  some  of  this  case-mix 
change  in  the  scientific  and  technological  advance- 
ment allowance.  (For  background  information  sup- 
porting this  recommendation,  see  Technical  Ap- 
pendix A.) 

Recommendation  6:  Timely  and  Accurate  Medi- 
care Cost  Data 

Availability  of  reliable  and  timely  data  is  a 
critical  priority  for  decision  making.  While 
significant  improvements  have  been  made 
in  Medicare  cost  data  timeliness,  the  Com- 
mission is  concerned  about  the  quality  of 
these  data  for  use  in  policy  development. 
Therefore,  the  Secretary  should  consider 
improvements  to  the  data  to  better  reflect 
the  costs  of  treating  Medicare  beneficiaries 
and  to  ensure  comparability  of  data  over 
time. 


Accurate  and  timely  cost  data  are  essential  to 
the  development  of  informed  PPS  payment  policy. 
These  data  are  used  by  the  Commission  in  deter- 
mining the  update  factor  recommendation,  assess- 
ing the  impact  of  PPS,  and  in  other  analytical 
activities.  Furthermore,  cost  report  data  are  widely 
used  by  HCFA  and  other  organizations  for  both 
PPS  and  non-PPS  analytic  purposes. 

Concerns  about  timely  and  accurate  cost  data 
have  arisen  often  in  the  Commission's  delibera- 
tions. In  its  April  1987  report,  the  Commission 
recommended  that  the  Secretary  routinely  collect 
"early  returns"  Medicare  cost  report  data  from  a 
subset  of  hospitals  with  accounting  years  begin- 
ning during  the  first  four  months  of  the  Federal 
fiscal  year.  The  Commission  is  pleased  that  the 
timeliness  of  cost  report  data  has  improved  signifi- 
cantly since  last  year.  In  1987,  ProPAC  received  an 
early  returns  sample  from  the  third  year  of  PPS. 
Additional  ProPAC  analysis  indicates  that  this  ap- 
proach is  feasible  and  desirable  for  obtaining  more 
timely  data  for  hospitals  excluded  from  PPS.  (See 
Technical  Appendix  A.) 

Although  data  have  become  available  more 
quickly,  the  Commission  hopes  that  the  Secretary 
will  explore  additional  methods  to  further  improve 
the  timeliness  of  cost  report  data.  ProPAC  also 
advises  careful  consideration  of  future  changes  to 
the  cost  report.  Such  changes  could  potentially 
delay  the  availability  of  data  and  inhibit  the  compa- 
rability of  data  across  years.  If  changes  to  the  cost 
report  are  necessary,  any  resulting  delays  or  com- 
parability problems  should  be  minimized. 

The  Commission  is  concerned  about  the  accu- 
racy of  Medicare  cost  report  data  for  making 
policy  decisions  and  assessing  the  impact  of  PPS 
on  hospitals.  Whether  these  data  adequately  reflect 
the  costs  associated  with  treating  Medicare  benefi- 
ciaries should  be  carefully  examined.  The  extent 
of  changes  in  cost  reporting  practices  and  the 
potential  effect  of  these  changes  on  cost  measure- 
ment should  be  emphasized.  ProPAC  has  com- 
pleted an  initial  study  of  cost  report  data  accuracy 
and  plans  to  undertake  additional  work  in  this  area. 
(See  Chapter  3  and  Technical  Appendix  A.)  The 
Commission  welcomes  the  opportunity  to  work 
with  the  Secretary  to  assess  cost  report  data  quality 
and  identify  areas  for  improvement. 
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Now  more  than  ever,  policy  makers  require  reli- 
able, timely,  and  consistent  data  to  understand 
changes  in  hospital  costs  under  PPS.  The  Commis- 
sion recognizes  that  collecting  and  verifying  these 
data  can  be  costly  for  both  hospitals  and  the 
Medicare  program.  Furthermore,  the  costs  associ- 
ated with  changing  the  Medicare  Cost  Report 
(MCR)  can  be  significant.  Thus,  funding  must  be 
sufficient  to  promote  the  development  and  mainte- 
nance of  high-quality  data.  The  Commission  be- 
lieves, however,  that  investments  in  cost  data  should 
be  undertaken  only  if  the  benefits  in  improved 
timeliness  and  accuracy  outweigh  the  added  ex- 
pense. 

Adjustments  to  the  PPS  Payment  Formula 

Recommendation  7:  Capital  Institutional  Neu- 
trality 

The  Secretary  should  provide  supplemental 
payments  to  hospitals  for  inpatient-related 
capital  costs  incurred  at  other  facilities. 
Such  supplemental  payments  should  con- 
tinue until  capital  is  incorporated  into  the 
PPS  payment  rate. 

The  Congress  has  delayed  implementation  of 
prospective  payment  for  capital  until  fiscal  year 
1992.  Capital  costs  thus  will  continue  to  be  paid 
on  a  reduced-cost  basis  while  operating  costs  are 
paid  prospectively  on  a  fixed-price  basis.  This  dual 
payment  system  introduces  distorted  incentives  for 
hospital  investment  behavior.  Until  capital  pay- 
ments are  incorporated  into  PPS,  hospitals  will 
continue  having  incentives  that  inappropriately  sub- 
stitute capital  for  labor  and  other  operating  costs. 
These  incentives  remain  even  though  capital  pay- 
ments are  reduced  below  full  capital  costs. 

Under  this  dual  payment  system,  capital  pay- 
ments are  not  neutral  as  to  site  of  service  delivery. 
Medicare  does  not  pay  the  capital-related  costs  of 
services  that  a  hospital  purchases  from  other  insti- 
tutions for  its  inpatients.  If  the  hospital  provides 
those  services  in-house,  however,  it  is  reimbursed 
for  Medicare's  share  of  the  associated  capital  costs. 
Thus,  Medicare  provides  hospital  managers  with 
an  incentive  to  develop  the  capacity  to  provide  all 
services  in-house.  The  Commission,  therefore,  re- 
affirms its  recommendation  for  an  institutional  neu- 
trality adjustment  to  reduce  the  effect  of  these 
incentives. 


The  1981  data  used  to  develop  the  standardized 
amounts  incorporated  payments  to  outside  facili- 
ties that  had  provided  services  to  Medicare  inpa- 
tients. These  payments  did  not  distinguish  between 
operating  and  capital  costs.  The  standardized 
amounts,  therefore,  reflect  an  estimate  of  the  full 
costs  of  those  purchased  services. 

There  have  been  several  changes  in  the  delivery 
of  health  care  services,  however,  since  the  stan- 
dardized amounts  were  developed.  The  introduc- 
tion of  new  capital-intensive  technologies  and 
procedures  and  increased  use  of  free-standing  di- 
agnostic and  therapeutic  centers  have  increased 
hospitals'  opportunities  to  purchase  services  for 
inpatients.  The  capital  costs  of  the  new  purchased 
services  are  not  reflected  in  the  standardized 
amounts.  The  institutional  neutrality  adjustment, 
therefore,  is  needed  to  account  for  these  costs. 

The  institutional  neutrality  adjustment  should 
incorporate  the  legislated  reductions  to  capital  pass- 
through  payments.  This  would  equalize  the  incen- 
tives to  offer  a  service  in-house  or  to  purchase  it 
from  another  provider.  (Technical  Appendix  A  pro- 
vides additional  information  on  how  the  institu- 
tional neutrality  adjustment  might  be  implemented.) 

The  Commission  continues  to  be  concerned 
about  the  distorted  investment  incentives  intro- 
duced by  the  dual  capital-operating  cost  payment 
mechanisms.  ProPAC  believes  Medicare  capital 
payment  policy  should  not  provide  hospitals  with 
incentives  to  favor  investing  in  capital  instead  of 
labor  or  other  operating  inputs.  ProPAC  is  investi- 
gating trends  in  capital  and  total  expenditures  and 
will  present  this  information  in  Medicare  Prospec- 
tive Payment  and  the  American  Health  Care  System. 

Recommendation  8:  Indirect  Teaching  and  Dis- 
proportionate Share  Adjustments 

The  indirect  costs  of  teaching  and  the 
costs  of  serving  a  disproportionate  share  of 
low-income  patients  should  be  recognized 
through  the  use  of  data-based  adjustments 
to  hospital  PPS  payments.  These  adjust- 
ments should  be  reestimated  annually  us- 
ing the  most  recent  cost  data  available.  The 
Secretary  should  support  further  research 
efforts  to  improve  measurement  of  the 
sources  of  hospital  cost  variation.  Results 
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of  this  research  could  be  employed  to  im- 
prove the  overall  structure  of  PPS  pay- 
ments. 

Under  PPS,  hospital  payments  are  based  on  na- 
tional and  regional  average  urban  and  rural  rates. 
Payments  are  subsequently  adjusted  to  account  for 
hospital  cost  variation  due  to  area  wage  rates,  the 
costs  of  outlier  cases,  the  costs  of  teaching  hospi- 
tals, and  the  costs  of  serving  a  disproportionate 
share  of  low-income  cases.  As  questions  regarding 
the  equity  of  PPS  payments  become  increasingly 
important,  the  Commission  intends  to  devote  even 
greater  attention  to  this  vital  policy  area.  In  this 
recommendation,  the  Commission  addresses  the 
indirect  teaching  and  disproportionate  share  adjust- 
ments. 

For  fiscal  years  1984  and  1985,  teaching  hospi- 
tals received  an  11.59  percent  per  case  add-on  to 
their  PPS  payments  for  every  0. 1  percentage  point 
in  the  hospital's  ratio  of  interns  and  residents  per 
bed.  Beginning  during  fiscal  year  1986  and  contin- 
uing into  fiscal  years  1987  and  1988,  the  adjust- 
ment was  lowered  to  8.1  percent.  The  adjustment 
has  been  lowered  again,  to  7.7  percent,  beginning 
in  fiscal  year  1989.  Further  changes  in  the  indirect 
teaching  adjustment  are  being  discussed  in  the 
Congress  and  the  executive  branch.  The  Commis- 
sion will  examine  these  potential  changes  and 
conduct  related  analyses  during  the  coming  year. 

During  fiscal  year  1986,  the  disproportionate 
share  payment  adjustment  was  added  to  PPS.  Dis- 
proportionate share  is  defined  as  the  sum  of  ( 1 )  the 
percentage  of  Medicare  hospital  patient  days  attrib- 
uted to  Medicare  beneficiaries  entitled  to  Supple- 
mental Security  Income  (SSI),  and  (2)  the  per- 
centage of  total  hospital  days  attributed  to  Medic- 
aid recipients.  The  formulas  used  to  calculate  the 
adjustment  vary  by  urban  or  rural  location  and  bed 
size. 

The  Commission's  recommendation  addresses 
four  major  issues  related  to  these  adjustments:  the 
use  of  a  data-based  estimate  for  calculating  the 
adjustments,  the  need  for  reestimating  the  adjust- 
ments on  a  periodic  basis,  the  need  to  maintain 
these  payment  adjustments  as  long  as  the  data 
support  their  continuation,  and  the  need  for  further 
research  to  improve  the  equitable  distribution  of 
hospital  payments. 


Data-based  Estimates — The  indirect  teaching 
and  the  disproportionate  share  adjustments  were 
derived  from  different  forms  of  regression  analysis. 
Regression  analysis  was  used  to  calculate  estimates 
of  how  much  hospital  cost  variation,  measured  by 
Medicare  operating  costs  per  case,  could  be  attrib- 
uted to  different  factors.  These  factors  included 
area  wage  rates,  case  mix,  urban  or  rural  location, 
the  indirect  effects  of  teaching,  and  a  dispropor- 
tionate share  of  low-income  patients. 

The  Commission  generally  supports  the  current 
analytic  approach  to  derive  estimates  for  the  indi- 
rect teaching  and  the  disproportionate  share  adjust- 
ments. The  approach,  although  admittedly  not  per- 
fect, appears  consistent  with  current  policy  goals. 
This  view  was  supported  by  a  technical  advisory 
panel,  convened  by  ProPAC  staff  to  review  the 
technical  aspects  of  the  analysis  used  to  derive  the 
adjustments  and  their  policy  implications.  ProPAC 
will  undertake  further  analysis  of  the  adjustments, 
using  alternative  approaches  to  estimate  the  effects 
of  teaching  and  service  to  low-income  patients  on 
Medicare  costs  per  case. 

More  importantly,  the  Commission  stresses  the 
need  to  base  the  indirect  teaching  and  the  dispro- 
portionate share  adjustments  on  estimates  derived 
from  data  analysis.  As  PPS  moves  to  national 
rates,  sources  of  cost  variation  are  recognized  to  a 
lesser  degree  in  hospital  payments.  Equity  of  pay- 
ments, therefore,  is  dependent  on  the  use  of  data- 
based  estimates  to  adjust  payments. 

Further,  the  Commission  urges  that  special  at- 
tention be  given  to  hospitals  facing  the  largest 
share  of  the  cost  burden  from  both  the  indirect 
costs  associated  with  teaching  and  a  disproportion- 
ate share  of  low-income  patients.  As  part  of  its 
future  analysis,  ProPAC  will  identify  the  effects  of 
large  teaching  programs  and  a  disproportionately 
high  share  of  low-income  patients  on  cost  variation 
for  these  hospitals. 

Reestimating  Adjustments — As  cost  patterns  of 
hospitals  continue  to  change,  and  as  other  aspects 
of  the  payment  system  are  revised,  reviewing  the 
estimates  used  for  the  indirect  teaching  and  dispro- 
portionate share  adjustments  becomes  essential. 
The  Commission  believes  that  the  adjustments 
should  be  reestimated  annually,  using  the  most 
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recent  cost  data  available.  Revised  estimates  could 
be  used  as  a  basis  for  changing  the  amount  or  form 
of  the  adjustments. 

In  addition,  the  Commission  maintains  that  the 
indirect  teaching  and  disproportionate  share  adjust- 
ments should  be  retained  in  the  payment  system,  as 
long  as  data  analysis  indicate  they  are  appropriate. 
In  particular,  the  Commission  is  concerned  that  the 
disproportionate  share  adjustment  is  scheduled  to 
expire  in  1990. 

Further  Research  Efforts — The  Commission  rec- 
ognizes that  the  estimates  for  both  adjustments 
serve  as  proxies  for  factors  associated  with  hospital 
cost  variation — for  example,  severity  of  illness— 
for  which  adequate  measures  do  not  yet  exist.  The 
Commission  is  concerned  about  identifying  other 
factors  that  affect  variation  in  cost  per  case. 

In  addition  to  the  unintended  proxy  effects  of 
the  indirect  teaching  estimate,  the  Commission  is 
concerned  in  general  with  how  well  the  teaching 
and  disproportionate  share  estimates  measure  cost 
variation.  The  Commission  strongly  urges  the  Sec- 
retary to  support  research  on  the  sources  of  hospi- 
tal cost  variation.  Significant  research  effort  needs 
to  be  devoted  to  identifying  factors  affecting  cost 
variation  among  hospitals  and  improving  methods 
to  measure  how  these  factors  affect  costs.  Assess- 
ing the  adequacy  of  the  intern  to  bed  ratio  as  a 
measure  of  teaching  effort,  along  with  other  factors 
identified  in  the  literature,  is  also  strongly  encour- 
aged. 

As  part  of  its  future  analytic  agenda,  the  Com- 
mission will  critically  review  the  overall  approach 
and  amounts  used  to  adjust  payments.  The  rela- 
tionships between  the  current  adjustments — for  ex- 
ample, the  relationship  between  outlier  payments 
and  the  indirect  teaching  adjustment — need  to  be 
examined  to  ensure  an  equitable  payment  system. 

Recommendation  9:  Labor  Market  Area  Defini- 
tions 

The  Commission  continues  to  believe  that 
the  current  hospital  labor  market  area  def- 
initions are  seriously  flawed.  These  defini- 
tions can  be  improved  substantially  with 
currently  available  data.  Therefore,  the  Sec- 
retary should  adopt  the  following  defini- 
tions of  hospital  labor  market  areas: 


•  For  urban  areas,  the  Secretary  should 
modify  the  current  Metropolitan  Statisti- 
cal Areas  (MSAs)  to  distinguish  between 
central  and  outlying  areas.  The  central 
area  should  be  defined  using  urbanized 
areas  as  designated  by  the  Census  Bu- 
reau. 

•  For  rural  areas,  the  Secretary  should  dis- 
tinguish between  urbanized  rural  coun- 
ties and  other  rural  counties  within  each 
state.  Urbanized  rural  counties  should  be 
defined  as  counties  with  a  city  or  town 
having  a  population  of  25,000  or  greater. 

The  implementation  of  improved  defini- 
tions should  not  result  in  any  change  in 
aggregate  hospital  payments.  Furthermore, 
these  definitions  should  not  affect  the  as- 
signment of  hospitals  to  urban  or  rural 
areas  for  purposes  of  determining  stan- 
dardized amounts. 

The  Commission  has  had  a  long-term  commit- 
ment to  this  issue  and  has  studied  it  extensively. 
The  Commission  has  made  recommendations  call- 
ing for  improvements  in  labor  market  area  defini- 
tions in  each  of  its  annual  reports  to  the  Secretary 
since  April  1985.  Furthermore,  ProPAC  conducted 
its  own  major  study,  which  led  to  specific  recom- 
mendations for  improvements  in  its  April  1987 
report  to  the  Secretary. 

The  Secretary  rejected  the  Commission's  pro- 
posal last  year,  stating  that  additional  study  and 
analysis  were  necessary  to  evaluate  alternative  op- 
tions to  redefine  labor  market  areas  and  to  deter- 
mine their  impact.  In  1986,  Congress  enacted 
legislation  requiring  the  Secretary  to  report  on 
methods  for  improving  hospital  labor  market  areas 
by  May  1987.  The  legislation  also  required  the 
Secretary  to  collaborate  with  ProPAC  on  this  re- 
port. The  results  of  ProPAC 's  study  have  been 
shared  with  HCFA  staff. 

The  Commission  continues  to  believe  that  im- 
provements are  necessary  to  increase  the  equity  of 
hospital  payments.  ProPAC  also  believes  that  its 
proposal  represents  the  best  available  means  for 
improving  labor  market  area  definitions. 
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In  urban  areas,  the  greatest  improvement  can  be 
achieved  by  dividing  MSAs  into  urbanized  and 
non-urbanized  areas.  Hospitals  within  urbanized 
areas,  on  average,  have  wages  almost  16  percent 
higher  than  hospitals  in  non-urbanized  areas. 

In  rural  areas,  the  greatest  improvement  can  be 
achieved  by  dividing  rural  counties  within  each 
state  into  urbanized  and  other  counties.  The  aver- 
age hospital  wage  within  urbanized  rural  counties 
is  about  8.5  percent  higher  than  the  average  wage 
within  non-urbanized  counties. 

If  implemented,  the  Commission's  recommen- 
dation would  increase  the  number  of  labor  market 
areas  from  365  to  527.  The  Commission  believes 
that  the  improved  equity  of  hospital  payments  is 
well  worth  the  additional  effort  needed  to  make 
hospitals  familiar  with  these  new  geographic 
boundaries. 

ProPAC's  proposal  identified  labor  market  area 
definitions  that  produced  the  greatest  percentage 
difference  in  average  hospital  wages.  The  Commis- 
sion's study  showed  that  these  wage  differences 
remained  even  after  adjusting  for  skill-mix  differ- 
ences between  areas.  ProPAC  considered  a  number 
of  other  factors  in  developing  its  recommendation, 
including  the  amount  of  variation  explained  by  the 
new  definitions,  the  total  number  of  new  labor 
market  areas,  and  the  financial  impact  on  individ- 
ual hospitals.  A  complete  discussion  of  these  fac- 
tors was  presented  in  Technical  Appendix  A  of 
ProPAC's  April  1987  report. 

The  Commission  believes  that  the  effect  of  these 
new  definitions  on  other  PPS  payment  adjustments 
should  be  examined,  and  urges  the  Secretary  to 
conduct  such  an  analysis.  ProPAC  considered  the 
financial  impact  of  its  proposal  on  individual 
hospitals.  This  analysis,  published  in  Technical 
Appendix  A  of  its  April  1987  report,  focused  on 
changes  in  the  wage  index  values  of  individual 
hospitals  rather  than  the  overall  effect  of  new  labor 
market  areas  on  the  distribution  of  PPS  payments. 

The  Secretary  conducted  an  analysis  showing 
that  ProPAC's  recommendation  would  help  hospi- 
tals already  doing  well  under  PPS.  The  Commis- 
sion believes,  however,  that  the  Secretary  should 
address  the  issue  of  financially  troubled  hospitals 


directly  as  a  separate  issue,  not  indirectly  by  delay- 
ing improvements  in  labor  market  area  definitions. 

There  is  ample  evidence  that  current  labor  mar- 
ket areas  are  poorly  defined.  ProPAC  has  called 
attention  to  this  issue  in  its  annual  reports  for  three 
years,  but  the  Secretary  has  chosen  to  postpone  or 
to  minimize  the  significance  of  the  problem.  The 
Commission  believes  this  fundamental  flaw  in  the 
original  design  of  PPS  should  be  corrected  as  soon 
as  possible. 

Recommendation  10:  Evaluation  of  Sole  Com- 
munity Hospital  Policies 

Using  the  most  recent  data  available,  the 
Secretary  should  immediately  initiate  an 
evaluation  of  the  adequacy  of  current  Sole 
Community  Hospital  policies  for  protecting 
isolated  rural  hospitals.  Based  on  this  eval- 
uation, the  Secretary  should  develop  poli- 
cies to  ensure  that  PPS  payment  policy 
does  not  jeopardize  Medicare  beneficiaries' 
access  to  inpatient  hospital  care  in  isolated 
rural  areas. 

The  SCH  adjustment  was  established  under  Sec- 
tion 223  of  the  1972  Social  Security  Amendments 
and  thus  predates  PPS.  Concern  for  beneficiary 
access  underlies  continuation  by  the  Congress  of 
the  SCH  exception  under  PPS.  Hospitals  that  be- 
come insolvent  cannot  continue  to  provide  care  to 
Medicare  beneficiaries  or  anyone  else.  In  isolated 
areas  with  single  hospital  providers,  hospital  clo- 
sure would  likely  force  area  residents  to  travel  long 
distances  to  receive  care.  While  such  travel  might 
not  be  unduly  burdensome  for  the  general  popula- 
tion, it  could  create  a  significant  barrier  to  care  for 
Medicare  beneficiaries.  Moreover,  it  could  result  in 
higher  costs  for  both  the  Medicare  program  and  the 
beneficiaries. 

Current  legislation  grants  the  Secretary  the  au- 
thority to  provide  designated  Sole  Community  Hos- 
pitals with  three  basic  protections  against  financial 
insolvency.  First,  payment  is  based  on  a  combina- 
tion of  75  percent  hospital-specific  and  25  percent 
regional  average  rates.  Second,  SCHs  are  exempt 
from  capital  payment  cuts.  Third,  SCH  payment  is 
adjusted  for  a  decline  in  discharges  of  more  than  5 
percent  over  the  preceding  cost  period,  if  the 
decline  is  due  to  factors  beyond  the  hospital's 
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control.  OBRA  1987  expands  the  latter  provision 
to  allow  hospitals  that  qualify  as  SCHs  to  apply  for 
the  volume  adjustment,  whether  the  hospital  is 
actually  an  SCH-designated  hospital  or  not. 

In  both  its  April  1986  and  April  1987  reports, 
the  Commission  expressed  concern  that  the  current 
SCH  provisions  might  inadequately  protect  iso- 
lated rural  hospitals  and  the  beneficiaries  they 
serve.  Since  these  reports  were  issued,  the  Com- 
mission has  become  convinced  that  current  PPS 
payment  policies  require  reevaluation  based  on  the 
most  recent  financial  data  available. 

Medicare  cost  report  data  for  a  sample  of  SCHs 
suggest  that  even  with  the  presumable  protections 
afforded  by  SCH  status,  25  percent  of  these  hospi- 
tals incurred  PPS  deficits  during  the  first  two  years 
of  PPS.  By  the  third  year,  more  than  50  percent  of 
the  SCHs  incurred  PPS  deficits.  In  that  year, 
one-quarter  of  the  SCHs  incurred  PPS  deficits 
greater  than  13  percent,  and  one-tenth  of  the  SCHs 
incurred  PPS  deficits  of  37  percent  or  more. 

These  deficits  occurred  despite  attempts  to  con- 
tain the  rate  of  increase  in  hospital  costs.  In  fact, 
preliminary  Medicare  cost  report  data  suggest  that 
SCHs  achieved  significant  cost  reductions  during 
the  first  three  years  of  PPS.  During  this  period, 
these  hospitals  reduced  their  aggregate  operating 
costs  by  0.4  percent  per  year.  A  7.6  percent 
reduction  in  discharges,  however,  resulted  in  a  7.7 
percent  average  annual  increase  in  SCH  cost  per 
case.  Nevertheless,  the  increases  for  this  group 
were  less  than  for  any  other  group  studied  except 
major  teaching  hospitals. 

It  has  been  suggested  that  the  shift  to  discharge 
weighted  standardized  amounts  will  improve  the 
financial  status  of  rural  hospitals.  For  SCHs,  how- 
ever, discharge  weighting  will  have  a  relatively 
small  impact,  since  only  the  25  percent  Federal 
payment  portion  of  the  rate  would  be  affected. 

Based  on  this  information,  the  Commission  has 
concluded  that  a  comprehensive  evaluation  should 
be  made  of  the  protections  afforded  isolated  rural 
hospitals  under  current  PPS  policies.  The  evalua- 
tion should  address  why  some  hospitals  appear  to 
fare  poorly  under  current  policies  while  others 
appear  to  flourish.  For  example,  while  one-tenth 
of  the  SCHs  incurred  PPS  deficits  of  37  percent  or 


more,  another  one-tenth  incurred  PPS  profits  of  15 
percent  or  higher  during  the  third  year  of  PPS.  As 
will  be  discussed  further  in  Recommendation  1 1 ,  it 
is  important  to  expand  this  evaluation  to  include  all 
isolated  hospitals,  not  just  those  currently  desig- 
nated as  SCHs. 

In  ProPAC's  opinion,  any  alternative  policies  de- 
veloped should  provide  protections  for  financially 
vulnerable  hospitals  that  serve  isolated  popula- 
tions. The  policies,  however,  do  not  have  to  reflect 
a  return  to  cost-based  reimbursement.  Policies 
based  on  prospective  rolling  average  base  payments 
with  annual  updates,  periodic  rebasing  to  adjust  for 
volume  declines  up  to  a  threshold,  and  other  alter- 
natives should  be  explored. 

The  Commission  will  continue  to  evaluate  this 
issue  in  an  effort  to  assist  the  Secretary  in  the 
development  of  more  appropriate  policies  for 
isolated  rural  hospitals.  Efforts  will  focus  on  de- 
scribing hospitals  that  gain  or  lose  financially  un- 
der current  policies  and  relating  hospital  financial 
position  to  SCH  status. 

Recommendation  11:  Clarification  of  Sole  Com- 
munity Hospital  Designation  Criteria 

Before  Fiscal  year  1989  begins,  the  Secre- 
tary should  issue  guidelines  for  interpreting 
the  criteria  used  by  HCFA  regional  offices 
to  designate  Sole  Community  Hospitals. 
The  guidelines  should  be  structured  to  pro- 
vide greater  uniformity  in  the  standards 
used  to  designate  SCHs.  The  Secretary 
should  also  assess  whether  the  criteria 
themselves  can  be  improved  to  better  define 
sole  hospital  providers  of  care  to  isolated 
populations. 

HCFA  has  specified  that  to  qualify  as  a  SCH 
under  PPS,  a  hospital  must  meet  one  of  the  follow- 
ing conditions: 

•  It  must  be  located  more  than  50  miles  from 
the  nearest  similar  hospital. 

•  It  must  be  located  between  25  and  50  miles 
from  the  nearest  similar  hospital  and  meet  one 
of  the  following  criteria: 

—  It  must  be  the  exclusive  provider  to  at  least 
75  percent  of  the  service  population,  or  to 
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at  least  75  percent  of  the  Medicare  benefi- 
ciaries in  its  area,  or 

—  It  must  have  fewer  than  50  beds;  further, 
the  Peer  Review  Organization  or  intermedi- 
ary must  certify  that  it  failed  to  meet  the 
exclusive  provider  criterion  because  spe- 
cialty services  were  unavailable,  forcing 
beneficiaries  to  seek  care  outside  the  area, 
or 

—  It  must  be  isolated  from  the  nearest  similar 
hospital  for  at  least  one  month  per  year  due 
to  local  topography  or  severe  weather 
conditions. 

•  It  must  be  located  between  15  and  25  miles 
from  the  nearest  similar  hospital  and  be  iso- 
lated for  at  least  one  month  per  year  due  to 
local  topography  or  severe  weather  conditions. 

As  of  June  1987,  361  hospitals  were  designated 
SCHs.  There  are  a  few  urban  SCHs;  most  are 
small,  rural  facilities. 

Not  all  isolated  rural  hospitals  that  qualify  for 
SCH  status  apply  for  it.  Some  find  the  advantages 
of  staying  on  national  PPS  payment  rates  outweigh 
those  of  SCH  status.  In  addition,  some  hospitals 
have  given  up  their  designation,  believing  they  are 
financially  disadvantaged  by  the  SCH  payment  for- 
mula of  75  percent  hospital-specific  and  25  percent 
regional  rates. 

Consequently,  while  the  number  of  hospitals 
designated  as  SCHs  is  known,  the  precise  number 
of  hospitals  that  would  otherwise  qualify  for  such 
status  is  unknown.  Moreover,  the  criteria  them- 
selves may  be  so  restrictive  as  to  exclude  hospitals 
that  are  the  sole  source  of  care  for  a  substantial 
portion  of  the  population  in  certain  rural  areas. 

In  Recommendation  10,  the  Commission  cited 
its  concern  that  current  PPS  payment  policies  inad- 
equately protect  isolated  rural  hospitals  against 
financial  insolvency.  In  designing  better  protec- 
tions, it  is  important  to  ensure  that  the  SCH 
designation  criteria  reasonably  define  the  hospitals 
serving  isolated  populations.  At  the  very  least,  the 
hospitals  eligible  for  SCH  designation  on  the  basis 
of  current  criteria  should  be  identified.  Such  infor- 


mation is  essential  to  evaluate  the  impact  of  alter- 
ing current  SCH  payment  policies  to  better  protect 
inpatient  hospital  access  for  Medicare  beneficiaries 
living  in  isolated  areas. 

During  the  past  year,  ProPAC  contracted  to  study 
the  adequacy  of  current  SCH  criteria  for  identify- 
ing isolated  rural  hospitals.  The  study  attempted  to 
identify  all  rural  hospitals  eligible  for  SCH  desig- 
nation, whether  they  are  actually  designated  or 
not.  The  study  also  simulated  the  impact  of  alter- 
ing the  criteria. 

Study  results  suggest  a  mismatch  between  the  set 
of  hospitals  that  would  meet  current  criteria  and 
those  that  are  currently  designated.  If  the  criteria 
were  applied  using  nationally  consistent  standards, 
211  rural  hospitals  would  be  eligible  for  SCH 
designation  within  the  continental  United  States. 
This  is  significantly  less  than  the  approximately 
308  rural  hospitals  currently  designated  as  SCHs. 
Moreover,  119  SCH-eligible  hospitals  are  not  cur- 
rently designated. 

In  part,  the  discrepancy  may  be  attributable  to 
the  large  number  of  rural  SCHs  that  were  grand- 
fathered into  the  system  (233).  These  hospitals 
were  designated  as  SCHs  by  regional  HCFA  of- 
fices at  a  time  when  explicit  criteria  were  not 
promulgated. 

Another  source  of  the  discrepancy  is  the  lack  of 
uniform,  measurable  standards  for  implementing 
the  current  criteria.  For  example,  the  number  of 
SCH-eligible  hospitals  is  highly  sensitive  to  the 
definition  of  a  market  area.  The  more  narrowly 
defined  the  market  area,  the  higher  the  probability 
a  hospital  can  achieve  a  dominant  market  share.  A 
small  change  in  the  hospital  market  area  definition 
could  qualify  literally  a  hundred  or  more  additional 
facilities. 

Measurable  standards  do  not  exist  for  defining 
local  market  areas.  The  PPS  regulations  clearly 
indicate  a  75  percent  market  share  standard  for 
hospitals  between  25  and  50  miles  from  the  nearest 
hospital.  What  is  left  unclear,  however,  is  the 
definition  of  the  local  market  area.  Most  regional 
offices  use  state  planning  areas  to  specify  hospital 
market  or  service  areas.  These  areas  do  not  con- 
form to  any  uniform  definition  across  regions  or 
states. 
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Moreover,  except  for  hospitals  with  fewer  than 
50  beds,  the  market  share  criterion  makes  no 
allowance  for  patients  requiring  specialty  services 
unavailable  in  the  area.  Even  if  this  exception  were 
expanded,  the  dearth  of  areawide,  service-specific 
patient  origin  data  would  severely  limit  implemen- 
tation of  the  exception  in  many  parts  of  the  coun- 
try. It  may  be  administratively  simpler  to  slightly 
lower  the  market  share  criterion  for  small  rural 
hospitals  (i.e.,  those  below  a  given  bed  size  thresh- 
old) than  to  attempt  to  incorporate  complex  adjust- 
ments for  specialty  service  out-of-area  use. 

Finally,  the  study  suggests  the  potential  benefits 
of  giving  hospitals  the  option  to  demonstrate  geo- 
graphic isolation  based  on  travel-time  rather  than 
distance.  Under  the  current  distance  criterion,  ap- 
proximately 236  hospitals  would  not  be  considered 
isolated  even  though  the  nearest  hospital  was  more 
than  40  minutes  away  by  automobile.  These  hospi- 
tals would  not  be  eligible  for  SCH  status  unless 
they  met  other  criteria  related  to  market  share, 
severe  weather,  or  local  topography. 

Based  on  its  analyses,  the  Commission  has  con- 
cluded that  the  guidelines  for  interpreting  the  SCH 
designation  criteria  need  to  be  strengthened.  More- 
over, the  criteria  themselves  require  a  careful  re- 
evaluation.  If  the  goal  of  the  SCH  provisions  is  to 
ensure  that  Medicare  policies  do  not  jeopardize 
beneficiary  access  to  inpatient  hospital  services, 
the  Commission  believes  that  the  SCH  designation 
criteria  should  reasonably  define  the  hospitals  serv- 
ing isolated  populations.  Potential  changes  that 
deserve  particular  attention  include  relaxing  the  75 
percent  market  share  criterion,  and  providing  the 
option  for  hospitals  to  demonstrate  isolation  based 
on  travel-time  instead  of  distance.  (For  more  in- 
formation on  this  recommendation,  see  Technical 
Appendix  A.) 

Quality  of  Care 

Recommendation  12:  Evaluation  of  PRO  Review 
and  Quality  of  Care 

The  Secretary  should  review  and  synthesize 
the  findings  of  Peer  Review  Organizations 
over  the  past  four  years.  A  major,  compre- 
hensive evaluation  of  PROs  and  their  im- 
pact on  quality  of  care  should  follow.  The 
evaluation  should  focus  on  issues  of  access 
to  and  use  of  services,  patterns  of  denials, 


and  instances  of  poor  quality  care.  Issues 
related  to  expenditure  control  and  efficient 
administration  of  PRO  contract  require- 
ments should  be  secondary  to  broader  qual- 
ity of  care  evaluative  goals.  The  assessment 
should  evaluate  and  compare  criteria  used 
to  make  judgments  about  when  care  is 
appropriate.  Finally,  this  major  study 
should  assist  the  Secretary  in  developing 
and  implementing  mechanisms  for  expanded 
PRO  review  of  episodes  of  care  that  are 
patient-oriented  rather  than  institution- 
oriented. 

In  making  this  recommendation,  the  Commis- 
sion reiterates  points  made  in  previous  reports.  In 
1986,  ProPAC  urged  that  PROs  undertake  expanded 
review  into  episodes  of  care.  In  1987,  the  Com- 
mission called  for  a  major  evaluation  of  the  find- 
ings of  PROs  and  their  impact  on  quality  of  care. 
Responding  to  the  1987  recommendation,  the 
Secretary  repeatedly  mentioned  administrative  re- 
view techniques  as  a  method  of  PRO  evaluation. 
This  ongoing  contract  monitoring  and  review  was 
not  the  focus  of  ProPAC 's  concern.  Instead,  the 
recommended  major  evaluation  should  be  in  addi- 
tion to  the  administrative  program  oversight  fre- 
quently cited  by  the  Secretary. 

PROs  have  been  in  place  for  four  years.  The 
cumulative  experience  of  all  PROs  in  their  review 
of  the  process  and  quality  of  care  received  by 
Medicare  beneficiaries  is  unique  and  extremely 
valuable.  This  experience  needs  to  be  synthesized, 
analyzed,  and  evaluated.  The  results  of  this  syn- 
thesis and  evaluation  should  be  made  public. 

Two  ProPAC  studies  undertaken  this  year  have 
indicated  a  need  to  review  carefully  the  criteria 
PROs  use  to  determine  the  necessity  and  appropri- 
ateness of  acute  medical  services.  In  research  on 
transitional  and  subacute  care,  the  need  for  more 
uniformity  in  using  and  applying  criteria  to  dis- 
charge decisions  was  documented.  Similarly,  a 
study  of  preadmission  review  identified  problems 
with  the  definition  and  application  of  criteria  for 
patient  admissions  to  the  hospital. 

Thus,  the  Commission  believes  the  Secretary's 
evaluation  should  review  the  development,  use, 
and  application  of  criteria  related  to  medical  neces- 
sity and  appropriateness.  The  evaluation  should 
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verify  the  suitability  of  all  existing  criteria  for 
purposes  of  medical  necessity  and  appropriateness 
review.  The  Secretary  should  then  provide  advice 
about  the  strengths  and  weaknesses  of  existing 
criteria  to  PROs  and  other  utilization  review 
organizations. 

The  conceptual  basis  of  PRO  review  should  be 
considered  in  detail.  Early  PRO  activity  was  ap- 
propriately focused  on  expenditure  and  administra- 
tive controls.  A  maturing  and  evolving  PRO  pro- 
gram should  focus  more  on  outcomes  of  care  as 
well  as  access  to  and  use  of  services.  The  spectrum 
of  review  should  be  widened  to  consider  preadmis- 
sion activities,  the  process  of  acute  care,  and 
post-acute  care  needs  and  services.  The  appropri- 
ate mix  of  reviews  in  all  these  areas  should  be 
examined,  along  with  the  number  of  reviews  and 
the  types  of  tools  needed  to  identify  quality  of  care 
problems. 

The  refinements  identified  in  the  major  evalua- 
tion should  move  the  PRO  program  toward  more 
extensive  review  of  the  appropriateness  of  medical 
care.  Inappropriate  and  unnecessary  care  is  not 
high-quality  care.  The  development  of  more  so- 
phisticated techniques  to  identify  inappropriate  care 
should  thus  be  a  major  priority  for  Federal  research 
and  analysis.  The  knowledge  and  experience  of 
PROs  should  be  used  in  these  activities. 

Patient  Classification  and  Case-Mix 
Measurement 

Recommendation  13:  Improvements  to  Case-Mix 
Measurement 

The  Commission  continues  to  believe  that 
the  DRG  system  is  the  best  available  mea- 
sure of  hospital  case  mix  for  the  Medicare 
PPS.  The  Secretary  should  continue,  how- 
ever, to  refine  the  DRGs  to  improve  the 
equity  of  hospital  payments  and  update  the 
DRGs  to  account  for  changing  technology. 
The  Secretary  should  focus  on  generic  im- 
provements through  the  use  of  patient  data 
currently  available  from  the  discharge  ab- 
stract. The  Secretary  should  also  consider 
the  use  of  temporary,  technology-specific 
DRGs  whenever  assignment  to  existing 
DRGs  is  not  appropriate. 


In  the  past  three  years,  the  Commission  has 
considered  three  general  approaches  to  improving 
the  measurement  of  hospital  case  mix:  (1)  retain 
the  DRG  system  but  revise  it  incrementally  as 
problems  emerge;  (2)  retain  the  DRG  system  in 
principle  but  reconstruct  it  using  a  newer,  more 
complete  data  base;  and  (3)  implement  an  alterna- 
tive system,  either  in  conjunction  with  or  as  a 
replacement  for  the  DRGs. 

To  date,  the  Commission  has  recommended  re- 
taining the  current  system  along  with  several  incre- 
mental modifications  and  improvements.  ProPAC 
has  also  expressed  its  concern  regarding  variations 
in  resource  use  within  some  DRGs.  The  Commis- 
sion recognizes  that,  as  a  case-mix  measurement 
tool,  DRGs  require  periodic  adjustments  to  ensure 
fair  and  equitable  payments.  For  example,  DRGs 
periodically  need  to  be  created,  changed,  or  modi- 
fied to  incorporate  new  technologies.  ProPAC  also 
recognizes  that  in  the  long-term  it  may  be  neces- 
sary to  consider  an  alternative  patient  classification 
system  to  replace  or  modify  the  DRGs. 

As  part  of  its  efforts  to  identify  improvements  in 
case-mix  measurement,  the  Commission  convened 
a  technical  advisory  conference  on  patient  classifi- 
cation systems  in  June  1987.  Participants  included 
the  developers  of  six  major  patient  classification 
systems,  researchers,  and  policy  makers  knowl- 
edgeable in  this  area.  The  conference  was  held  to 
inform  ProPAC  about  the  latest  advances  and  devel- 
opments in  each  of  the  systems,  and  to  determine 
the  Commission's  role  in  evaluating  their  potential 
use  in  the  Medicare  prospective  payment  system. 

Conference  participants  supported  the  conclu- 
sions regarding  case-mix  measurement  reached  by 
the  Commission  in  its  April  1987  report.  These 
conclusions  are: 

•  Research  concerning  the  possible  use  of  alter- 
native case-mix  systems  to  modify  or  to  re- 
place DRGs  is  still  at  an  early  stage.  It  is 
unlikely  that  any  of  the  systems  will  be  ready 
for  use  under  PPS  within  the  next  two  years. 

•  For  the  short-term,  modest  but  important  mod- 
ifications in  the  DRGs  can  be  made  using 
currently  available  information  from  the  dis- 
charge abstract. 
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•  For  the  long-term,  greater  improvements 
in  case-mix  measurement  may  be  achieved 
through  systems  that  use  clinical  data  not 
currently  available  from  the  discharge  abstract. 

Further  research  is  warranted  to  evaluate  the  cost 
and  benefit  of  collecting  additional  data. 

Based  on  the  information  presented  and  dis- 
cussed at  the  conference,  the  Commission  believes 
it  is  premature  to  implement  an  alternative  case- 
mix  system  for  payment  of  Medicare  hospital  inpa- 
tients. However,  ProPAC  will  continue  to  monitor 
the  development  and  implementation  of  alternative 
case-mix  measurement  systems.  The  Commission 
will  also  continue  to  track  studies  that  evaluate 
alternative  systems,  including  a  comprehensive 
study  recently  funded  by  HCFA. 

The  Commission  continues  to  believe  that  the 
DRG  system  can  be  improved.  In  its  April  1987 
report,  ProPAC  made  the  following  recommenda- 
tions to  the  Secretary  for  generic  improvements  in 
the  DRGs: 

•  Eliminate  age  over  69  as  a  criterion  for  defin- 
ing DRGs, 

•  Refine  the  list  of  complications  and  comor- 
bidities, and 

•  Update  the  surgical  hierarchies  and  list  of 
operating  room  procedures. 

The  Secretary  generally  agreed  with  these  rec- 
ommendations and  implemented  some,  but  not  all, 
the  changes  called  for  by  the  Commission.  For 
example,  ProPAC  recommended  modifying  the  list 
of  complications  and  comorbidities  to  reflect  dif- 
ferences in  the  relative  intensity  of  resource  use. 
ProPAC  also  recommended  examining  DRGs  that 
do  not  currently  split  on  the  basis  of  CCs  to 
determine  whether  such  a  split  should  be  made. 
HCFA  is  conducting  a  study  to  develop  both  of 
these  improvements  in  the  use  of  CCs.  The  Com- 
mission encourages  the  Secretary  to  implement 
these  improvements  as  soon  as  possible. 

For  fiscal  year  1988,  the  Secretary  expanded  the 
use  of  non-operating  room  procedures  and  the  use 
of  combinations  of  diagnoses  to  assign  cases  to 
some  DRGs.  These  fundamental  changes  may  im- 
prove the  DRGs.  The  Commission  cautions  the 


Secretary,  however,  not  to  implement  such  major 
changes  on  a  piecemeal  basis.  Instead,  the  Secre- 
tary should  identify  appropriate  fundamental 
changes  and  examine  the  potential  benefits  across 
all  DRGs. 

The  Secretary's  current  policy  for  updating 
DRGs  utilizes  similarity  of  resource  use  as  a 
criterion  for  determining  DRG  assignment  for  cases 
involving  new  technology.  The  costs  associated 
with  new  technologies  may,  however,  change  rap- 
idly as  the  technologies  diffuse  and  are  used  more 
widely.  This  policy,  therefore,  can  create  inappro- 
priate economic  incentives  or  disincentives  related 
to  the  use  of  new  technologies.  The  Commission 
believes  that  temporary,  technology-specific  DRGs 
are  a  valuable  alternative  under  certain  circum- 
stances when  no  existing  DRG  is  appropriate  for  a 
new  technology.  The  Commission's  recommenda- 
tion would  permit  the  Secretary  to  collect  data  on 
the  cost  of  a  new  technology  for  Medicare  cases  as 
use  of  the  technology  spreads.  It  would  also  main- 
tain the  clinical  coherence  of  existing  DRGs. 

Recommendation  14:  Coding  Improvements 

The  Secretary  should  formalize  a  more 
timely,  systematic,  and  consultative  ap- 
proach to  consider  ICD-9-CM  codes  for  new 
diagnoses,  procedures,  devices,  and  other 
treatments.  When  new  codes  are  consid- 
ered and  created,  both  coding  and  clinical 
specialists  should  be  involved.  The  Com- 
mission continues  to  support  its  previous 
recommendations  that  the  Secretary  review 
Chapter  16  codes  and  coding  procedures. 

The  ICD-9-CM  Coordination  and  Maintenance 
Committee  has  made  a  number  of  changes  that 
have  resulted  in  more  timely  implementation  of 
new  codes  and  improvements  in  existing  codes. 
However,  the  Committee  could  achieve  further  im- 
provements by  using  a  more  systematic  approach  to 
identify  conditions  and  treatments  for  review. 

The  Committee  now  considers  coding  changes 
that  are  requested  by  members  and  other  interested 
parties  on  an  ad  hoc  basis.  It  meets  three  times 
each  year,  and  issues  must  be  presented  to  the 
Committee  no  later  than  November  for  implemen- 
tation in  the  following  fiscal  year.  This  timetable 
entails  an  11-  to  23-month  delay  after  problems 
have  been  brought  to  the  Committee's  attention. 
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ProPAC  believes  that  the  need  for  new  or  modi- 
fied codes  could  be  identified  earlier  if  the  Com- 
mittee followed  a  more  systematic  approach  in 
setting  its  agenda.  For  example,  the  Committee 
should  review  all  devices  newly  approved  by  the 
FDA.  It  should  also  routinely  consult  professional 
societies  to  identify  important  new  technologies 
that  merit  codes.  Both  coding  and  clinical  special- 
ists should  be  involved  in  the  development  of  new 
codes  and  the  revision  of  existing  codes. 

Chapter  16  of  the  ICD-9-CM  system  is  a  com- 
pendium of  symptoms,  signs,  ill-defined  condi- 
tions, and  abnormal  findings  of  laboratory  and 
investigative  procedures.  The  Chapter  16  rules 
contradict  the  usual  guidelines  of  the  ICD-9-CM 
coding  system  concerning  the  sequence  of  princi- 
pal and  secondary  diagnoses.  They  have,  in  some 
cases,  impeded  appropriate  DRG  assignment  of 
important  diagnoses.  The  Commission  believes  the 
guidelines  prohibiting  the  use  of  Chapter  16  codes 
as  principal  diagnoses  should  be  reviewed. 

ProPAC  has  identified  two  specific  coding  prob- 
lems in  its  work  this  year.  The  Commission  be- 
lieves that  codes  need  to  be  created  for  partial  joint 
replacements  where  they  do  not  currently  exist. 
There  are  also  serious  problems  with  the  diagnosis 
codes  for  myocardial  infarction  and  other  ischemic 
heart  disease.  The  ICD-9-CM  Coordination  and 
Maintenance  Committee  is  modifying  some  of  the 
long-recognized  problems  with  these  codes.  These 
modifications  will  distinguish  patients  with  a  new- 
onset  MI  from  those  who  have  had  an  MI  within 
several  weeks.  ProPAC  has  identified  other  prob- 
lems with  the  MI  codes  that  have  not  been  ad- 
dressed by  the  Committee.  (See  Technical  Appen- 
dix B.) 

DRG  Classification  and  Weighting  Factors 

Recommendation  15:  Method  of  Recalibrating 
the  DRG  Weights 

The  DRG  weights  should  be  annually  recal- 
ibrated on  the  basis  of  costs  rather  than 
charges.  The  Secretary  should  implement 
cost-based  weights  starting  with  the  fiscal 
year  1989  recalibration.  The  Commission 
is  concerned,  however,  about  the  current 
Medicare  cost-finding  methods  for  estimat- 
ing costs.  The  limitations  of  the  Medicare 


cost  report  data  may,  in  some  cases,  pro- 
duce imprecise  DRG  weights.  Thus,  the 
Secretary  should  verify  the  accuracy  of  the 
cost  report  data  and  implement  changes  as 
necessary. 

The  Commission  believes  that,  beginning  in 
fiscal  year  1989,  the  DRG  weights  should  be 
calculated  on  the  basis  of  charges  adjusted  to 
estimate  costs  rather  than  charges  alone.  Charges 
are  set  by  hospitals  based  on  many  factors,  includ- 
ing estimated  costs,  market  conditions,  payer  mix, 
and  revenue  maximization  strategies.  This  process 
may  result  in  charges  that  are  significantly  above  or 
below  the  costs  of  resources  used  to  produce  the 
service.  The  variation  in  charge- setting  practices 
also  results  in  charges  that  are  generally  not  com- 
parable across  hospitals. 

The  original  DRG  weights  were  cost-based. 
Computed  using  1981  patient-level  charge  data, 
they  were  adjusted  using  per  diem  costs  and 
cost-to-charge  ratios  from  the  1981  Medicare  Cost 
Reports.  The  first  recalibration  of  the  weights  was 
completed  for  fiscal  year  1986  using  fiscal  year 
1984  patient  billing  data.  Because  current  cost 
report  information  was  not  available  at  the  time, 
HCFA  developed  these  new  weights  based  on 
charges  alone. 

In  the  most  recent  recalibration  for  fiscal  year 
1988,  HCFA  has  again  used  only  charges  to  calcu- 
late the  DRG  weights,  although  more  recent  MCR 
data  were  available  from  the  second  year  of  PPS. 
During  1987,  the  Commission  analyzed  the  two 
methods  for  recalibrating  the  DRG  weights  to  de- 
termine if  a  return  to  cost-based  weights  is  war- 
ranted. The  analysis  compared  weights  calculated 
using  charge  data  alone  (charge-based  weights) 
with  weights  calculated  using  charges  that  were 
adjusted  to  approximate  costs  (cost-based  weights). 
The  results  demonstrate  that  cost-based  DRG 
weights  and  hospital  case-mix  indexes  differ  sig- 
nificantly from  current  charge-based  weights  and 
CMIs.  Thus,  the  two  sets  of  weights  are  not 
interchangeable,  and  the  Commission  believes  that 
the  cost-based  methodology  is  preferable. 

Weights  for  medical  DRGs  would  be  higher 
under  the  cost-based  methodology,  and  surgical 
DRG  weights  would  be  lower.  Thus,  while  aggre- 
gate payments  would  remain  unchanged,  moving  to 
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cost-based  weights  would  redistribute  payments 
from  the  surgical  DRGs  to  the  medical  DRGs.  In 
general,  this  redistribution  would  result  in  lower 
payments  to  large,  urban,  and  teaching  hospitals 
coupled  with  higher  payments  to  small,  rural,  and 
nonteaching  hospitals.  This  is  because  the  former 
group  of  hospitals  treats  a  larger  proportion  of 
surgical  cases.  Further  information  on  the  redistrib- 
utive  consequences  of  the  Commission's  recom- 
mendation and  the  related  analyses  are  in  Techni- 
cal Appendix  B. 

ProPAC  recognizes  that  uncertainty  exists  re- 
garding the  adequacy  of  the  current  data  and  meth- 
ods for  estimating  costs.  Some  have  argued  that  the 
current  Medicare  cost-finding  methodology  (i.e., 
step-down  allocation,  apportionment  of  costs  be- 
tween Medicare  and  other  payers,  and  assignment 
of  costs  between  PPS  and  pass-throughs)  distorts 
estimates  of  true  cost.  Further,  ancillary  level  cost- 
to-charge  ratios  (RCCs)  may  not  be  accurate  for  all 
services  provided  within  a  department. 

ProPAC  nevertheless  believes  that  real  resource 
use  is  more  accurately  reflected  by  currently  avail- 
able cost  data— even  if  they  are  imperfect — than  by 
charges.  The  cost-based  methodology  for  calculat- 
ing DRG  weights  removes  some  of  the  variation  in 
charges  related  to  hospital  charge-setting  practices. 
In  addition,  the  cost-based  methodology  explicitly 
removes  the  estimated  costs  of  capital  and  direct 
medical  education.  These  costs  currently  are  not 
paid  under  PPS  and  should  not  be  reflected  in  the 
DRG  weights.  By  contrast,  the  charge-based 
weights  are  assumed  to  include  these  costs. 

For  these  reasons,  ProPAC  believes  that  the 
cost-based  approach  is  preferable.  The  Commis- 
sion, however,  urges  the  Secretary  to  devote  the 
necessary  resources  to  study  the  current  Medicare 
cost-finding  methods.  The  Secretary  should  verify 
the  adequacy  of  the  cost  report  data  and  make  the 
necessary  improvements.  During  1988,  the  Com- 
mission will  also  study  this  issue  further. 

Recommendation  16:  Improvements  to  DRG  468 

The  Secretary  should  reassign  cases  from 
DRG  468  to  existing  surgical  DRGs.  These 
cases  should  be  reassigned  using  secondary, 
rather  than  principal,  diagnoses.  Cases  that 
can  be  reassigned  to  more  than  one  DRG 


should  be  assigned  to  the  DRG  with  the 
highest  relative  weight. 

DRG  468  is  the  miscellaneous  category  for  all 
surgical  cases  with  procedures  that  are  clinically 
unrelated  to  their  principal  diagnoses.  The  Com- 
mission believes  that  refinements  to  this  DRG  are 
necessary  to  improve  the  accuracy  of  patient  classi- 
fication. In  fiscal  year  1986,  DRG  468  was  one  of 
the  15  highest-volume  DRGs,  with  more  than 
120,000  cases.  Because  DRG  468  is  a  miscella- 
neous category,  it  shows  considerable  variation  in 
resource  use.  It  also  has  more  outliers  than  any 
other  DRG.  Finally,  DRG  468  is  not  clinically 
coherent  because  it  contains  all  unrelated  combina- 
tions of  principal  diagnosis  and  surgical  procedure. 

The  Grouper  program  assigns  cases  to  DRG  468 
in  the  following  way.  First,  it  groups  all  cases  into 
a  Major  Diagnostic  Category  according  to  princi- 
pal diagnosis.  Then,  it  assigns  surgical  cases  to  a 
DRG  using  an  MDC-specific  list  of  procedures. 
These  lists  were  developed  using  clinical  judgment 
to  identify  procedures  related  to  the  principal  diag- 
noses in  each  MDC.  Finally,  the  Grouper  program 
assigns  any  surgical  case  with  no  procedures  on  the 
MDC-specific  list  to  DRG  468. 

For  fiscal  year  1988,  the  Secretary  implemented 
several  changes  in  the  Grouper  program  to  improve 
the  clinical  coherence  of  DRG  468.  However,  these 
changes  will  not  substantially  reduce  the  variation 
in  resource  use,  the  large  number  of  cases,  or  the 
large  number  of  outliers  in  DRG  468. 

The  Commission  studied  three  alternative  ap- 
proaches for  reducing  the  large  volume  of  cases 
assigned  to  DRG  468.  Each  approach  modified  the 
Grouper  program  to  reassign  cases  from  DRG  468 
to  new  or  existing  DRGs.  (See  Technical  Appendix 
B.)  This  study  led  ProPAC  to  conclude  that  the 
best  approach  is  to  reassign  cases  from  DRG  468 
to  existing  DRGs,  using  resequenced  secondary 
diagnoses. 

The  Commission's  recommendation  requires  the 
following  modifications  to  the  Grouper  program 
for  cases  in  DRG  468.  First,  the  Grouper  should 
resequence  each  secondary  diagnosis  and  treat  it  as 
a  principal  diagnosis.  It  should  also  treat  the  origi- 
nal principal  diagnosis  as  a  secondary  diagnosis. 
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Then,  the  Grouper  should  determine  a  DRG  as- 
signment for  each  resequenced  secondary  diagno- 
sis. This  can  produce  as  many  as  four  possible 
DRG  assignments,  because  Medicare  discharge  ab- 
stracts include  up  to  four  secondary  diagnoses. 
Finally,  cases  with  multiple  DRG  assignments 
should  be  assigned  to  the  highest- weighted  DRG. 

The  Commission  believes  this  is  the  best  ap- 
proach for  improving  DRG  468.  First,  it  does  not 
require  any  new  DRGs.  Almost  all  cases  (88  per- 
cent) in  DRG  468  can  be  reassigned  to  an  existing 
surgical  DRG.  Second,  the  average  cost  of  cases 
reassigned  from  DRG  468  is  comparable  to  the 
average  cost  of  cases  already  in  each  reassigned 
DRG.  Therefore,  this  approach  will  not  substan- 
tially affect  DRG  relative  weights. 

The  Commission's  approach  represents  a  depar- 
ture from  the  current  assignment  principles  of  the 
DRG  system.  It  permits  secondary  diagnoses,  rather 
than  the  principal  diagnosis,  to  determine  DRG 
assignment  for  cases  in  DRG  468.  But  DRG  468 
was  always  unusual  in  several  respects.  In  fact,  the 
system's  architects  originally  designed  this  DRG  to 
identify  atypical  cases  rather  than  serve  as  a  basis 
for  payment.  By  removing  many  cases  from  DRG 
468,  the  Commission's  recommendation  is  consis- 
tent with  this  original  intent. 

ProPAC  believes  this  change  is  justified  because 
cases  in  DRG  468  cannot  be  assigned  to  existing 
surgical  DRGs  using  principal  diagnosis.  The  Com- 
mission's approach  is  similar  to  the  assignment 
principles  of  other  patient  classification  systems, 
such  as  Disease  Staging  and  Patient  Management 
Categories.  Unlike  DRGs,  these  systems  examine 
all  diagnoses  regardless  of  their  sequence  to  deter- 
mine the  patient's  underlying  disease  condition. 
The  Commission  believes  its  approach  substan- 
tially improves  patient  classification  without  greatly 
increasing  the  complexity  of  the  DRG  system.  The 
Commission  will  continue  to  monitor  the  effect  of 
its  recommendation  and  to  study  additional  ways  of 
reducing  assignment  to  DRG  468. 

Recommendation  17:  Burn  Hospitals  and  Units 

The  Commission  supports  the  intent  of  cur- 
rent legislation  temporarily  increasing  out- 
lier payments  for  burn  DRGs.  However,  the 
Commission's  preliminary  analysis  indi- 
cates that  the  increase  in  outlier  payments 


is  appropriate  only  for  those  cases  treated 
in  specialized  burn  centers  and  units.  The 
Commission  will  examine  this  topic  further 
and  submit  additional  recommendations  to 
the  Congress  and  the  Secretary  of  Health 
and  Human  Services  as  required  by  the 
Omnibus  Budget  Reconciliation  Act  of 
1987,  Pub.  L.  100-203. 

The  Omnibus  Budget  Reconciliation  Act  of  1987 
temporarily  increases  outlier  payments  for  burn 
DRGs.  Cost  outlier  payments  will  be  increased  to 
90  percent  of  marginal  costs,  and  day  outlier  pay- 
ments will  be  increased  to  90  percent  of  the 
appropriate  per  diem.  The  legislation  did  not 
change  the  threshold  for  either  cost  or  day  outliers. 
This  outlier  payment  policy  will  continue  until 
fiscal  year  1990. 

OBRA  1987  also  requires  the  Commission  to 
report  to  Congress  and  the  Secretary  of  HHS  on 
this  method  of  outlier  payments  for  burn  DRGs.  In 
addition,  ProPAC  is  required  to  present  options  for 
more  adequate  and  appropriate  payments  with  re- 
spect to  burn  outlier  cases. 

While  the  Commission  supports  the  intent  of 
this  legislation,  its  analysis  indicates  that  addi- 
tional payments  are  appropriate  only  for  those 
hospitals  with  specialized  burn  care  units.  The 
Commission  analyzed  data  from  1986  MEDPAR 
file  to  determine  the  equity  of  PPS  payment  for 
burn  cases  treated  by  specialized  burn  centers  and 
units.  This  analysis  compared  the  average  costs  and 
average  PPS  payments  for  burn  centers  and  other 
PPS  hospitals.  The  preliminary  results  indicated 
that  costs  for  hospitals  with  specialized  burn  cen- 
ters and  units  were  consistently  higher  than  PPS 
payments  for  burn  cases.  The  analysis  also  indi- 
cated that  the  costs  of  PPS  hospitals  without  spe- 
cialized burn  units  were  considerably  lower  than 
PPS  payments. 

In  addition,  this  analysis  indicated  that,  com- 
pared with  other  PPS  hospitals,  hospitals  with  burn 
centers  and  units  had  a  substantially  higher  per- 
centage of  outlier  burn  cases.  (See  Technical  Ap- 
pendix B  for  information  on  the  burn  DRGs  exam- 
ined.) The  Commission  believes  that  refinements 
in  outlier  payment  policy  may  ameliorate  some  of 
the  financial  losses  experienced  by  these  hospitals 
(Recommendation  18). 
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Payment  for  Outlier  Cases 

Recommendation  18:  Outlier  Payment  Policy 

The  Secretary  should  modify  outlier  pay- 
ment policy  to  protect  hospitals  more  ade- 
quately from  the  risk  of  extremely  costly 
cases.  Hospital-specific  cost-to-charge  ra- 
tios should  replace  a  national  cost-to-charge 
ratio  for  calculating  cost  outlier  payments. 
Greater  emphasis  should  be  placed  on  costs 
rather  than  length  of  stay  for  determining 
outlier  payments.  As  an  interim  step  to- 
ward emphasizing  costs,  the  Secretary 
should  move  from  day  outlier  precedence  to 
paying  the  greater  of  day  or  cost  outlier 
payments.  Furthermore,  the  Secretary 
should  adjust  threshold  levels  so  that  40  to 
50  percent  of  outlier  payments  are  paid  as 
cost  outliers. 

The  Commission  urges  the  Secretary  to 
increase  outlier  contributions  to  the  maxi- 
mum of  6  percent  of  total  projected  pay- 
ments allowed  under  the  statute.  A  correc- 
tion should  be  made  in  the  following  year's 
payments  if  the  amount  paid  for  outliers  is 
different  from  the  amount  set  aside.  If 
necessary,  the  Secretary  should  seek  statu- 
tory change  for  these  initial  improvements 
while  continuing  analysis  to  refine  outlier 
payment  policy.  Further  analysis  should 
also  include  consideration  of  an  increase 
above  the  6  percent  set-aside  amount  al- 
lowed under  the  statute. 

The  Commission  reaffirms  its  previous  recom- 
mendation that  outlier  payment  policy  should  be 
refined  to  reflect  more  accurately  the  resources 
hospitals  use  to  treat  extraordinarily  expensive 
cases.  The  PPS  statute  recognized  that  hospitals 
warrant  additional  payment  above  the  fixed  DRG 
payment  for  treating  such  cases.  As  part  of  PPS, 
outlier  policy  was  designed  to  limit  the  financial 
risks  of  a  fixed-price  system  and  to  account  for 
limitations  in  case-mix  measurement. 

The  Commission  is  concerned  with  the  level  of 
losses  that  hospitals  incur  under  current  outlier 
policy.  Analyses  completed  by  ProPAC  and  others 
indicate  that  current  outlier  payments  do  not  effec- 


tively limit  the  risk  of  financial  losses  associated 
with  the  random  and  systematic  occurrence  of 
extraordinarily  expensive  cases. 

Ratios  of  costs  to  charges  vary  significantly 
across  hospitals.  Therefore,  a  change  from  national 
to  hospital-specific  RCCs  will  redistribute  outlier 
payments  to  some  extent.  Under  current  policy, 
however,  a  comparison  of  national  and  hospital- 
specific  RCCs  showed  no  systematic  pattern  across 
hospital  groups  in  the  average  difference  between 
payments  and  costs  for  outlier  cases.  Further,  there 
was  no  systematic  pattern  in  major  losses  across 
hospital  groups.  These  findings  were  also  obtained 
in  a  simulation  of  paying  for  cost  outliers  only, 
which  places  maximum  importance  on  the  use  of 
RCCs  to  calculate  outlier  payments. 

Use  of  a  national  RCC  combined  with  greater 
emphasis  on  costs  would  result  in  an  inappropriate 
shift  of  payments  to  hospitals  with  low  RCCs.  The 
Commission  believes  that  the  incentives  to  raise 
charges  to  maximize  outlier  payments  would  be- 
come stronger  with  greater  emphasis  on  costs  if  a 
national  RCC  were  continued. 

The  Commission's  analysis  indicates  that  day 
outlier  cases,  on  average,  consume  fewer  hospital 
resources  than  cost  outlier  cases.  ProPAC  recog- 
nizes, however,  that  both  days  and  costs,  as  derived 
from  Medicare  charge  and  cost  data,  are  proxies 
for  true  costs.  Emphasis  on  either  factor  affects  the 
distribution  of  payments  across  hospital  groups. 

The  Commission  recommends  changing  from 
day  outlier  precedence  to  paying  the  greater  of  day 
or  cost  outlier  payments.  This  recommendation  is 
based  on  a  preference  for  emphasizing  costs  in 
outlier  payment  policy.  Better  cost  information  is 
needed,  however,  to  more  accurately  reflect  true 
hospital  costs  and  to  develop  hospital-specific 
RCCs.  Therefore,  the  Commission  favors  a  gradual 
approach  toward  greater  recognition  of  cost  outli- 
ers. Some  hospitals  that  are  adversely  affected 
might  not  be  able  to  absorb  the  entire  reduction  in 
outlier  payments  easily  if  the  movement  to  greater 
emphasis  on  costs  were  abrupt.  ProPAC  is  also 
concerned  that  the  continued  use  of  charge  data  to 
estimate  costs  can  distort  estimates  of  true  costs  in 
favor  of  certain  types  of  procedures  and  hospitals. 
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The  Commission's  recommendation  would  allow 
more  time  to  analyze  the  effect  of  the  shift  away 
from  day  outlier  precedence  on  hospitals'  pricing 
strategies.  Analysis  is  needed  to  understand  how 
hospital  response  to  different  precedence  options 
would  affect  length  of  stay.  Additional  time  is  also 
required  to  develop  cost  data  and  methods  that 
measure  true  costs  more  accurately. 

Preliminary  analysis  indicates  that  greater  loss 
protection  can  be  achieved  by  increasing  the  outlier 
pool  size.  The  amount  of  extra  protection  appears 
to  fall  as  the  pool  size  is  increased,  however. 
Alternative  set-aside  amounts  should  be  evaluated 
to  balance  the  risk-reduction  objective  of  outlier 
payments  with  the  cost-reduction  incentives  of 
fixed  price  payments.  This  evaluation  should  take 
into  account  a  more  optimal  outlier  payment  policy 
that  emphasizes  costs. 

Until  this  analysis  can  be  completed,  the  Com- 
mission believes  that  the  Secretary  should  increase 
the  outlier  pool  to  the  maximum  6  percent  of  total 
projected  payments  allowed  under  the  statute.  In 
addition,  since  there  have  been  significant  differ- 
ences between  outlier  set-asides  and  actual  outlier 
payments,  a  correction  should  be  made  in  the 
following  year's  payments  if  the  amount  paid  for 
outliers  is  different  from  the  amount  set  aside. 


ProPAC  will  continue  to  examine  outlier  pay- 
ment policy,  including  the  goals  of  such  policy  and 
the  extent  to  which  total  payments  for  outlier  cases 
should  reflect  the  reasonable  costs  of  outlier  cases. 
The  Commission  will  also  analyze  the  outlier  pay- 
ment structure,  particularly  the  method  for  defin- 
ing outliers  and  setting  day  or  cost  outlier  thresholds. 


Furthermore,  the  Commission  believes  the  ef- 
fects of  increasing  the  outlier  pool  on  inlier  pay- 
ments should  be  examined.  Under  current  policy, 
the  outlier  pool  is  funded  by  reducing  payments  for 
the  inlier  portion  of  care.  Therefore,  increasing  the 
outlier  pool  might  result  in  significant  losses  for 
hospitals  that  have  relatively  few  outlier  cases.  In 
addition,  alternative  funding  approaches,  such  as 
DRG-specific  set-asides,  should  be  examined. 

Still  other  issues  that  remain  for  future  examina- 
tion include  determination  of  a  marginal  cost  fac- 
tor, and  the  relationship  between  outlier  payments 
and  the  indirect  teaching  and  disproportionate  share 
adjustments.  Further  analysis  of  these  additional 
outlier  issues  is  necessary  before  a  fully  integrated, 
reformed  policy  can  be  developed.  The  Commis- 
sion will  be  pleased  to  work  with  the  Secretary  in 
analytic  efforts  to  improve  outlier  payment  policy. 


Chapter  3 

Issues  for  Future 
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In  the  early  years  of  PPS,  attention  was  appro- 
priately focused  on  improving  its  technical  aspects. 
Continued  refinements  of  PPS,  however,  are  in- 
creasingly dependent  on  broader-based  evaluations 
of  the  impact  of  the  system.  The  Commission's 
work  has  also  changed,  shifting  emphasis  to  an 
assessment  and  evaluation  of  PPS.  This  chapter 
discusses  the  major  issues  the  Commission  will 
consider  in  its  future  analytic  work  as  PPS  and  the 
health  care  system  continue  to  evolve. 

The  changing  characteristics  of  the  health  care 
system  further  underscore  the  need  for  a  broader 
evaluation  of  the  effects  of  PPS.  Medical  care 
provided  to  inpatients  and  care  provided  in  other 
settings  are  increasingly  interdependent.  ProPAC 
will  thus  examine  PPS  in  light  of  the  experiences 
in  the  entire  health  care  system,  not  just  the  inpa- 
tient hospital  setting. 

ProPAC  is  concerned  that  emphasis  on  moderat- 
ing inpatient  costs  may  have  caused  increases  in 
total  health  care  costs.  The  Commission  believes 
that  shifts  in  site  of  care,  changes  in  the  volume  of 
services  delivered  in  various  settings,  and  increases 
in  competition  among  providers  affect  total  health 
care  costs.  As  it  evaluates  the  impact  of  PPS, 
ProPAC  will  consider  these  changes  in  health  care 
delivery  and  financing.  The  Commission  will  con- 
sult and  coordinate  its  efforts  to  investigate  these 
issues  with  the  Physician  Payment  Review  Com- 
mission. 

More  comprehensive  evaluations  of  PPS  are  pos- 
sible because  more  data  are  available.  Information 
on  Medicare  inpatient  costs,  total  hospital  costs, 
and  beneficiary  utilization  under  PPS  has  been 
compiled.  More  and  better  data  sources  to  supple- 
ment Medicare  billing  information  are  needed, 
however.  The  continuing  challenge  is  to  develop 


data  capabilities  to  evaluate  the  quality  of  care, 
total  costs,  and  service  utilization  throughout  an 
entire  episode  of  care. 

The  major  Medicare  and  PPS  issues  the  Com- 
mission believes  require  public  policy  attention 
are:  level  of  PPS  payments,  distribution  of  PPS 
payments,  improving  the  data  used  for  analyzing 
PPS  payments,  hospital  behavioral  responses  to 
PPS,  shift  of  services  for  an  episode  of  care,  and 
beneficiary  access  and  quality  of  care.  The  Com- 
mission will  continue  to  explore  these  issues,  as 
discussed  below. 

LEVEL  OF  PPS  PAYMENTS 

The  total  level  of  payments  under  PPS  is  ad- 
justed annually  through  the  update  to  the  standard- 
ized amounts.  The  Commission  is  concerned  about 
providing  an  appropriate  level  of  payments  to  hos- 
pitals because  of  the  need  to  ensure  beneficiary 
access  and  high  quality  of  care.  At  the  same  time, 
payments  should  encourage  efficiency  and  cost- 
consciousness  in  the  delivery  of  services.  The 
Commission  will  continue  to  examine  the  level  of 
PPS  payments.  These  efforts  will  focus  on  estimat- 
ing and  understanding  the  factors  that  affect  hospi- 
tal costs. 

Annual  Update  Factor 

The  principal  components  of  the  Commission's 
annual  update  recommendation  are  the  market  bas- 
ket forecast  and  the  discretionary  adjustment  fac- 
tor. The  market  basket  forecast  allows  for  changes 
in  the  price  of  the  goods  and  services  used  by 
hospitals.  The  DAF  is  composed  of  four  compo- 
nents that  influence  the  average  cost  of  a  discharge: 
scientific  and  technological  advances,  hospital  pro- 
ductivity, site-of-care  substitution,  and  real  case- 
mix  change.  Within  this  analytic  framework,  the 
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Commission  has  developed  separate  measures  for 
each  of  these  components.  (These  are  described  in 
more  detail  in  Technical  Appendix  A.) 

Scientific  and  Technological  Advances — The 

Commission  bases  this  component  of  the  DAF  on 
estimates  of  the  change  in  Medicare  operating 
costs  caused  by  the  adoption  of  specific  quality- 
enhancing  technologies.  In  1986,  ProPAC  esti- 
mated the  additional  operating  costs  associated 
with  adopting  selected  new  technologies.  In  1987, 
the  Commission  expanded  its  approach  to  include 
a  more  comprehensive  list  of  technologies.  ProPAC 
will  continue  to  use  and  refine  the  same  methodol- 
ogy to  estimate  the  costs  of  scientific  and  techno- 
logical advances.  The  methodology,  however,  will 
be  more  comprehensive  by  including  estimates  of 
use  and  costs  of  a  broader  range  of  new  technolo- 
gies and  practice  patterns.  It  will  also  incorporate 
refined  cost-estimation  techniques. 

Hospital  Productivity — The  Commission  has 
tried  to  understand  factors  that  affect  hospital  pro- 
ductivity by  examining  changes  in  both  hospital 
inputs  and  expenditures  since  the  early  1980s. 
Hospital  productivity  trends  are  particularly  diffi- 
cult to  measure  and  assess  because  productivity 
and  changes  in  the  hospital  product  are  hard  to 
define.  For  example,  inflation-adjusted  expenses 
per  discharge,  an  aggregate  output  measure,  rose 
4.1  percent  from  1985  to  1986.  Controlling  for 
real  case-mix  change — a  measure  of  product 
change — reduces  the  growth  rate  to  2.1  percent. 
Future  Commission  work  will  focus  on  refining 
measures  of  intermediate  and  discharge  productiv- 
ity and  accounting  for  product  change. 

Site-of-Care  Substitution — The  Commission 
has  estimated  the  effect  of  site-of-care  substitution 
on  the  basis  of  declines  in  hospital  length  of  stay 
and  evidence  that  more  services  were  being  pro- 
vided out  of  the  hospital.  Hospital  length  of  stay 
now  is  relatively  stable.  This  partially  removes  the 
empirical  basis  for  continuing  this  adjustment.  The 
Commission  will  continue  to  monitor  data  on 
length  of  stay  and  service  delivery  for  renewed 
evidence  of  a  need  for  the  site-of-care  substitution 
adjustment. 

Real  Case-Mix  Change — The  average  DRG  case 
weight  increased  more  than  7  percent  from  1984  to 
1986.  This  change  partly  reflects  increases  in  the 


resources  devoted  to  treating  the  average  Medicare 
inpatient — that  is,  real  case-mix  change.  Changes 
in  the  average  DRG  case-weight  also  reflect  im- 
proved medical  record  coding  practices  that  alter 
DRG  assignment.  The  Commission  is  working 
with  HCFA  to  develop  a  method  to  apportion 
case-mix  index  change  into  real  and  coding  change 
components.  ProPAC  also  is  refining  its  method  to 
measure  case-complexity  change  within  DRGs,  a 
component  of  real  case-mix  change  that  is  not 
measured  by  the  case-mix  index.  The  method  will 
group  patients  in  each  DRG  by  severity  of  illness 
using  alternative  patient  classification  systems. 
Changes  in  severity  of  illness,  holding  DRG  con- 
stant, will  be  calculated  using  Medicare  program 
data.  The  estimated  costliness  of  these  changes 
will  be  used  to  develop  the  within-DRG  case- 
complexity  change  component  of  the  update 
recommendation . 

PPS  Costs,  Revenues,  and  Operating 
Margins 

The  Commission  will  continue  to  examine  the 
factors  that  affect  hospital  costs.  Medicare  operat- 
ing costs  per  case  rose  at  an  average  annual  rate  of 

10.2  percent  during  the  second  and  third  years  of 
PPS.  This  increase  is  6.4  percentage  points  above 
the  average  PPS  market  basket  increase  during  this 
period.  Average  PPS  hospital  revenues  increased 

10.3  percent  between  the  first  and  second  years 
and  3.0  percent  between  the  second  and  third  years 
of  PPS. 

Hospital  PPS  operating  margins — the  difference 
between  PPS  payments  and  Medicare  allowable 
operating  costs  as  a  percent  of  such  payment — 
reflect  these  changes  in  costs  and  revenues.  During 
the  first  and  second  years  of  PPS,  the  overall  PPS 
operating  margin  was  14.0  percent  and  14.3  per- 
cent, respectively.  It  had  fallen  to  8.2  percent  by 
the  third  year  of  PPS.  Based  on  preliminary  data, 
the  Commission  estimates  that  the  average  PPS 
operating  margin  fell  to  about  2  percent  in  1987 
and  will  probably  fall  below  zero  in  1988. 

Clearly,  the  large  volume  declines  that  hospitals 
experienced  during  the  first  three  years  of  PPS 
contributed  to  the  rapid  increase  in  average  costs 
per  case.  Volume,  however,  is  not  the  only  factor 
contributing  to  this  change.  A  better  understanding 
of  hospital  costs  and  the  factors  that  influence 
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changes  over  time  will  help  inform  the  delibera- 
tions on  the  annual  update  factor.  Further,  this 
information  is  essential  for  modifying  PPS  to  better 
serve  the  Medicare  program  and  its  beneficiaries. 

PAYMENT  DISTRIBUTION  ISSUES 

Under  PPS,  the  distribution  of  these  payments 
across  types  of  hospitals  is  as  important  as  the 
level  of  aggregate  payments.  In  general,  the  distri- 
bution of  payments  is  governed  by  four  elements  of 
PPS:  DRG  classifications  and  weights;  payment 
adjustments  for  indirect  teaching  and  dispropor-; 
tionate  share  status;  outlier  payments;  and  payment 
adjustments  for  geographical  cost  differences.  Vari- 
ation in  resource  use  across  hospitals  also  affects 
the  adequacy  of  the  distribution  of  payments.  Anal- 
yses related  to  these  factors  are  discussed  below. 

DRG  Classifications  and  Weights 

The  equitable  distribution  of  PPS  payments  is 
directly  influenced  by  the  adequacy  of  the  DRG 
classifications  and  the  accuracy  of  the  DRG  weights. 
The  classifications  and  weights  must  be  updated  to 
account  for  new  technologies  and  changing  prac- 
tice patterns,  and  to  reflect  changes  in  relative 
resource  use.  In  addition,  the  methods  and  tools 
used  to  define  the  DRGs  and  to  calculate  weights 
require  continued  study  to  ensure  proper  distribu- 
tion of  payments. 

During  1988,  ProPAC  will  continue  to  analyze 
changes  in  the  treatment  of  myocardial  infarction 
and  hospital  admissions  related  to  AIDS.  In  addi- 
tion, many  of  the  other  issues  the  Commission  has 
already  addressed  will  be  monitored  to  determine 
if  further  adjustments  are  needed.  Implementing 
these  improvements  may  require  modifications  to 
the  ICD-9-CM  coding  system.  Although  HCFA  is 
primarily  responsible  for  coding  maintenance  and 
improvements,  ProPAC  will  continue  to  monitor 
this  activity  and  suggest  necessary  modifications  to 
the  coding  system. 

In  addition  to  specific  improvements  to  DRGs  or 
groups  of  DRGs,  generic  improvements  in  the 
DRG  definitions  are  sometimes  warranted.  Since 
the  implementation  of  PPS,  a  significant  amount 
of  government  and  private  research  has  focused  on 
the  ability  of  the  DRG  classifications  to  distribute 
payments  equitably  across  hospitals  and  patients. 


These  efforts  have  typically  attempted  to  measure 
and  reduce  the  heterogeneity  of  the  DRGs. 

Research  on  alternative  case-mix  measurement 
systems  to  modify  or  replace  the  DRGs  is  still  at 
an  early  stage.  A  potentially  fruitful  area  for  short- 
term  generic  DRG  improvement  is  through  refining 
the  definitions  of  CCs.  Work  on  CCs,  sponsored 
by  HCFA,  is  nearing  completion  and  may  yield 
significant  improvements  in  DRG  homogeneity  for 
fiscal  year  1989.  The  Commission  will  continue  to 
examine  these  and  other  improvements  under  con- 
sideration by  HCFA. 

Indirect  Teaching  and  Disproportionate 
Share  Adjustments 

The  indirect  teaching  and  disproportionate  share 
adjustments  to  PPS  payments  significantly  affect 
the  distribution  of  payments  across  hospitals.  More 
than  1 ,000  PPS  hospitals  receive  an  indirect  teach- 
ing adjustment.  For  those  hospitals,  the  average 
adjustment  to  the  Federal  rate  is  about  $475  per 
case  in  1988  dollars.  More  than  1,200  hospitals 
receive  adjustments  to  their  PPS  payments  because 
they  treat  a  disproportionate  number  of  poor  peo- 
ple. Prior  to  recent  legislation,  the  average  adjust- 
ment to  the  Federal  rate  for  these  hospitals  was 
$280  per  case  in  1988  dollars.  Further,  many 
hospitals  that  receive  an  indirect  teaching  adjust- 
ment also  receive  a  disproportionate  share  adjust- 
ment. 

These  adjustments  were  developed  to  compen- 
sate hospitals  for  increased  costs  not  otherwise 
recognized  by  the  PPS  payment  formula.  ProPAC 
is  examining  these  two  major  adjustments  as  part 
of  a  broader  effort  to  understand  cost  variations 
across  hospitals.  The  Commission  will  analyze  the 
empirical  basis  and  the  policy  implications  of  these 
adjustments  as  well  as  possible  alternative  mea- 
sures of  these  costs.  This  study  will  be  helpful  in 
evaluating  the  appropriateness  of  PPS  payments. 

Outlier  Payments 

Since  the  implementation  of  PPS,  modifying 
outlier  payment  policy  has  been  recognized  as  one 
of  the  most  important  avenues  for  improving  the 
equity  of  PPS  payments.  Outlier  payments  are 
included  in  PPS  to  limit  hospitals'  financial  risks. 
These  risks  arise  in  part  because  of  deficiencies  in 
measuring  case  mix.  Although  it  was  expected  that 
hospitals  would  incur  losses  on  some  cases  and 
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realize  profits  on  others,  both  random  and  system- 
atic occurrences  of  costly  cases  may  cause  finan- 
cial hardship  for  some  hospitals. 

Previous  analyses  by  ProPAC  and  others  have 
demonstrated  that  the  number  of  outlier  cases  and 
the  amount  of  payments  are  unevenly  distributed 
across  DRGs  and  hospitals.  Further,  the  Commis- 
sion's analysis  of  cases  treated  in  specialty  hospi- 
tals has  demonstrated  that  payment  inequities  for 
these  cases  are  largely  due  to  problems  with  outlier 
payment  policy. 

ProPAC  will  devote  significant  resources  to 
studying  outlier  payment  policy,  focusing  on  the 
basis  for  calculating  outlier  payments  and  the  size 
of  the  outlier  pool  as  a  percentage  of  total  PPS 
payments.  The  Commission  will  also  examine  the 
methods  of  funding  outlier  payments,  the  methods 
for  setting  outlier  thresholds,  the  marginal  cost 
factor,  DRG-specific  outlier  set-asides,  adequate 
payments  for  burn  outliers,  and  the  relationship 
between  outlier  payment  policy  and  the  indirect 
teaching  and  disproportionate  share  adjustments. 

One  of  the  more  difficult  issues  in  outlier  pay- 
ment is  estimating  the  marginal  cost  factor  used  to 
calculate  payments  for  outlier  cases.  Currently, 
there  are  no  adequate  measures  of  true  marginal 
costs.  ProPAC,  therefore,  has  funded  a  major  re- 
search project  to  study  daily  cost  patterns  for 
inpatient  care.  The  study  also  will  provide  more 
information  about  the  services  provided  throughout 
a  hospital  stay,  the  timing  of  those  services,  and 
the  effect  of  varying  lengths  of  stay  on  costs. 

Payment  Adjustments  for  Geographical 
Cost  Differences 

Data  from  Medicare  Cost  Reports  indicate  that, 
during  the  first  three  years  of  PPS,  small  rural 
hospitals  were  much  more  likely  to  have  negative 
operating  margins  than  their  urban  counterparts. 
This  has  raised  concerns  about  a  subgroup  of  rural 
hospitals  that  may  be  particularly  vulnerable  under 
PPS.  Legislative  changes  have  been  enacted  since 
the  third  year  of  PPS  to  help  the  financial  position 
of  rural  hospitals.  Despite  these  changes,  some 
rural  hospitals  may  continue  to  have  problems 
under  PPS.  Legislative  changes  have  been  enacted 
since  the  third  year  of  PPS  to  help  the  financial 
position  of  rural  hospitals.  Despite  these  changes, 


some  rural  hospitals  may  continue  to  have  prob- 
lems under  PPS. 

The  Commission  is  thus  focusing  analytic  efforts 
on  isolated  hospitals  that  may  be  the  only  source  of 
care  for  beneficiaries  in  rural  areas.  Using  more 
recent  data,  ProPAC  will  examine  the  differences 
in  costs  between  urban  and  rural  hospitals.  The 
Commission  also  will  consider  the  criteria  for 
defining  Sole  Community  Hospitals.  The  analysis 
will  determine  which  hospitals  meet  alternative 
criteria  for  SCH  status  and  whether  the  SCH  vol- 
ume payment  adjustments  provide  adequate  finan- 
cial relief  to  those  with  declining  admissions. 

ProPAC  plans  to  examine  the  basis  for  the  sepa- 
rate urban  and  rural  standardized  amounts.  Con- 
gress, in  the  Omnibus  Reconciliation  Act  of  1987, 
asked  that  ProPAC  consider  two  major  issues.  The 
first  is  the  feasibility,  impact,  and  desirability  of 
eliminating  or  phasing  out  separate  urban  and  rural 
payment  rates.  The  second  issue  concerns  the  de- 
sirability of  maintaining  separate  payment  rates  for 
hospitals  located  in  large  urban  areas. 

The  Commission  will  continue  to  monitor  the 
Secretary's  efforts  to  develop  new  labor  market 
area  definitions.  ProPAC  believes  the  current  defi- 
nitions are  a  fundamental  flaw  in  the  design  of 
PPS.  Current  labor  market  areas  fail  to  recognize 
the  substantial  wage  differences  between  inner-city 
and  suburban  hospitals  in  urban  areas.  They  also 
fail  to  account  for  wage  differences  in  rural  areas. 
Analytic  efforts  will  focus  on  examining  methods 
for  developing  a  skill-mix  adjustment  to  the  area 
wage  index.  ProPAC  also  will  study  the  feasibility 
and  appropriateness  of  adjusting  the  non-wage- 
related  portion  of  the  adjusted  standardized 
amounts.  These  adjustments  would  be  based  on 
area  differences  in  hospitals'  non-labor  costs  and 
input  prices. 

Variation  in  Resource  Use  and  the 
Distribution  of  Payments 

Variations  in  the  use  of  procedures,  hospitaliza- 
tions, and  other  medical  services  have  been  well 
documented.  These  variations  have  not  yet  been 
explained  adequately  by  population  characteristics. 
Further,  the  extent  to  which  unexplained  variation 
reflects  appropriate  differences  in  medical  prac- 
tices or  inefficient  medical  care  remains  unclear. 
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Work  completed  by  ProPAC  during  the  past  year 
suggests  that  differences  in  medical  practice  may 
be  a  major  contributor  to  the  unexplained  variation 
of  resource  use  in  the  DRG  system.  This  study  of 
hospital-level  variation  in  charges  demonstrated  that 
using  currently  available  data  refinements  of  the 
DRGs  is  unlikely  to  alter  the  distribution  of  pay- 
ments to  hospitals.  Further,  other  research  suggests 
that  even  if  additional  data  were  used  to  refine 
DRGs,  the  impact  on  aggregate  payments  would  be 
limited. 

During  1988,  ProPAC  will  complete  additional 
analyses  of  hospital  resource  use.  These  efforts 
will  determine  the  extent  to  which  resource  use 
variation  is  due  to  different  use  of  specific 
inpatient  services,  such  as  special  care  units  and 
individual  ancillary  departments.  In  addition,  the 
analyses  will  document  the  relationship  between 
variation  in  costs  and  payments  under  PPS. 

The  Commission  also  plans  to  study  regional 
variation  in  per-case  treatment  costs  within  specific 
surgical  procedure  groups  and  medical  conditions. 
The  effect  of  varying  medical  practice  patterns  on 
hospital  costs  will  be  examined  for  the  selected 
procedures  and  conditions.  This  analysis  will  de- 
velop the  groundwork  for  explaining  the  linkage 
between  variation  in  resource  use  at  the  hospital 
level  and  variation  in  medical  practice  patterns. 

Related  analyses  will  study  the  effects  of  PPS  on 
medical  practice  patterns.  ProPAC  is  conducting  a 
longitudinal  analysis  of  trends  in  the  concentration 
of  specialized  procedures.  The  study  will  examine 
the  changes  in  hospital  procedure  volumes,  costs, 
and  operating  margins  from  1984  to  1986.  ProPAC 
will  estimate  the  effect  of  these  changes  on  the 
number  of  hospitals  performing  these  procedures. 

IMPROVING  THE  DATA  USED  FOR 
ANALYZING  PPS  PAYMENTS 

Timely  and  accurate  cost  data  are  critical  for 
developing  improvements  to  PPS,  as  well  as  for 
evaluating  the  effects  of  this  system.  Although  PPS 
has  shifted  Medicare  away  from  cost-based  reim- 
bursement, cost  data  are  central  to  many  of  the 
analyses  necessary  for  maintaining  and  evaluating 
the  system.  The  Commission,  for  example,  uses 
cost  data  to  develop  recommendations  for  updates 
to  the  PPS  payment  amounts,  to  study  PPS  pay- 


ment adjustments,  to  simulate  DRG  recalibration 
using  cost-based  weights,  and  to  calculate  hospital- 
specific  cost-to-charge  ratios  for  outlier  payments. 

During  1987,  HCFA  significantly  improved  the 
timeliness  of  cost  data.  A  sample  of  Medicare  Cost 
Reports  for  the  third  year  of  PPS  (primarily  cover- 
ing fiscal  year  1986)  was  made  available  in  June 
1987.  It  essentially  constituted  the  "early  returns" 
sample  recommended  by  ProPAC  in  its  April  1987 
report  to  the  Secretary.  Barring  any  major  changes 
in  the  MCR,  the  relatively  short  time  lag  in  data 
availability  should  continue.  In  this  report,  the 
Commission  urges  the  Secretary  to  explore  addi- 
tional areas  for  improving  the  timeliness  of  cost 
data. 

The  accuracy  and  validity  of  cost  report  data 
continue  to  be  more  difficult  to  address.  The  cost 
report  was  designed  solely  to  estimate  costs  for 
Medicare  reimbursement  purposes.  Cost  report 
data,  therefore,  may  not  fully  reflect  the  actual 
costs  of  treating  Medicare  patients.  Estimating 
costs  from  the  MCR  is  complicated  by  accounting 
and  management  strategies  that  vary  across  hospi- 
tals and  over  time.  These  include  hospital  step- 
down  allocation  methods,  pricing  strategies,  and 
apportionment  of  costs  between  Medicare  and  other 
payers. 

The  Commission  sponsored  a  preliminary  effort 
to  assess  the  accuracy  of  data  from  the  MCR.  A 
survey  of  fiscal  intermediaries  and  hospital  admin- 
istrators provided  some  broad  perceptions  on  the 
accuracy  of  cost  data  under  PPS.  Results  indicate 
that  although  PPS  has  broken  the  link  between  the 
MCR  and  Medicare  payment,  the  quality  of  the 
cost  data  has  not  changed.  The  data,  however,  still 
reflect  techniques  hospitals  used  to  maximize  cost- 
based  reimbursement.  They  indicate  some  new 
incentives  as  well,  such  as  more  complete  report- 
ing of  costs  for  PPS  pass-throughs  and  outpatient 
department  services.  (The  results  of  this  work  are 
summarized  in  Technical  Appendix  A.) 

ProPAC  plans  to  conduct  additional  analyses  on 
the  adequacy  of  MCR  data  for  specific  purposes. 
The  Commission  also  is  developing  a  longitudinal 
data  base  linking  MCRs  from  1981  through  the 
third  year  of  PPS.  This  data  base  will  be  used  to 
analyze  costs  before  and  after  PPS  implemen- 
tation. Analyses  will  focus  on  changes  in  per-case 
costs,  ancillary  cost-to-charge  ratios,  and  the 
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relationship  between  per-case  costs  and  the  case-mix 
index  over  time. 

HOSPITAL  BEHAVIORAL  RESPONSES 
TO  PPS 

PPS  and  other  forces  in  the  health  care  industry 
have  changed  the  way  hospitals  deliver  care  to 
Medicare  beneficiaries.  Indications  of  such  changes 
can  be  evaluated  through  cost  report  or  patient 
billing  data,  as  discussed  earlier.  The  Commission 
also  evaluates  these  changes  by  examining  the 
hospital  industry  more  directly.  Because  hospital 
behavioral  changes  could  affect  both  cost  and  qual- 
ity of  care,  ProPAC  will  continue  to  expand  its 
study  of  these  changes. 

Management  Strategies 

Managerial  strategies  alter  the  structure  or  the 
process  of  care  in  various  ways  to  respond  to  the 
incentives  of  the  payment  method.  These  strategies 
affect  both  the  circumstances  under  which  care  is 
delivered  and  the  resources  made  available  for 
patient  care.  ProPAC  will  examine  the  changes  in 
the  structure  and  process  of  patient  care  by  focus- 
ing on  three  major  factors:  hospital  staffing,  the 
structure  of  the  industry,  and  the  sensitivity  of 
hospitals  to  the  DRG  prices. 

Staffing — Hospitals  have  reduced  the  size  of 
their  inpatient  work  force  since  the  implementation 
of  PPS.  Inpatient  FTEs  declined  by  2.1  percent 
from  1983  to  1986.  Inpatient  FTEs  per  admission, 
however,  increased  by  0.8  percent  during  this  pe- 
riod. These  trends  may  reflect  hospitals'  inability 
to  respond  quickly  to  declining  admissions.  In 
addition,  hospitals  may  not  be  able  to  reduce 
inpatient  FTEs  per  admission  due  to  increasing 
patient  severity. 

ProPAC  will  investigate  these  staffing  trends, 
focusing  on  how  the  function,  numbers,  and  orga- 
nization of  hospital  employees  have  changed.  Re- 
search will  emphasize  understanding  how  and  why 
staffing  changes  differ  across  hospitals.  The  Com- 
mission will  examine  information  on  the  extent  to 
which  changes  are  attributable  to  PPS  and  prospec- 
tive pricing  instituted  by  other  payers.  These  data 
will  be  used  to  infer  the  potential  effects  of  staff- 
ing changes  on  hospitals,  hospital  employees,  the 
Medicare  program,  and  its  beneficiaries. 


Structure  of  the  Industry — Until  recently,  most 
health  care  was  provided  by  single  entities  like 
hospitals,  physicians,  clinics,  and  nursing  homes. 
Facing  new  market  pressures,  however,  the  struc- 
ture of  the  health  care  industry  is  changing.  Partic- 
ularly notable  are  vertical  and  horizontal  integra- 
tion strategies.  These  are  strategies  in  which 
hospitals  expand  to  provide  similar  services  or 
related  services  covering  other  phases  and  levels  of 
care.  Little  is  known  about  the  effects  of  these 
strategies  on  the  Medicare  program  and  its  benefi- 
ciaries. 

ProPAC  is  undertaking  an  investigation  of  alter- 
native vertical  and  horizontal  integration  strategies 
and  the  effects  of  each  on  the  overall  structure  of 
the  hospital  industry.  The  study  will  look  at  exist- 
ing data  on  the  prevalence  of  such  strategies  in  the 
health  care  industry.  The  Commission  will  review 
alternative  corporate  governing  and  decision-making 
structures.  The  legal  and  financial  implications  of 
these  alternative  approaches,  including  conse- 
quences for  Medicare  payments  to  hospitals,  will 
be  explored.  Finally,  the  study  will  address  the 
hospitals'  objectives  in  adopting  these  integration 
strategies. 

DRG  Price  Sensitivity — The  extent  to  which 
hospitals  are  sensitive  to  variations  in  DRG  prices 
is  an  important  component  of  the  relationship  be- 
tween prospective  pricing  incentives  and  hospital 
behavioral  changes.  ProPAC  will  identify  the  ex- 
tent and  objectives  of  hospital  strategies  to  concen- 
trate in  or  discontinue  selected  services.  The  analy- 
sis will  assess  whether  these  strategies  are  a  direct 
response  to  variations  in  the  DRG  prices  or  other 
factors  influencing  hospital  management.  The  role 
of  product-line  management  and  service  costing  in 
hospitals'  responses  to  DRG  price  variations  also 
will  be  examined.  ProPAC  will  use  this  informa- 
tion to  examine  changes  in  the  provision  of  hospi- 
tal services  over  time.  Any  trends  in  the  adoption 
or  discontinuation  of  services  since  the  introduc- 
tion of  PPS  will  be  identified. 

Responses  to  the  Continuation  of  the 
Capital  Cost  Pass-Through 

Capital  continues  to  be  reimbursed  on  a  pass- 
through  basis.  Paying  for  capital  in  this  manner — 
while  operating  costs  are  paid  under  a  prospective 
system — has  given  hospitals  economic  incentives 
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to  substitute  capital  for  operating  costs.  Some 
hospitals  may  have  responded  to  the  incentives  by 
actually  increasing  their  capital  investments.  Oth- 
ers may  have  attempted  to  maximize  Medicare 
reimbursement  by  changing  their  accounting  strate- 
gies so  that  more  costs  are  classified  as  capital. 
Indeed,  it  is  uncertain  whether  part  of  the  11.5 
percent  annual  growth  rate  in  capital  costs  since 
PPS  implementation  is  attributable  to  these  kinds 
of  behavioral  changes.  Under  current  policy,  pay- 
ments were  reduced  below  costs  for  1987  through 
1989.  This  policy  may  thus  lessen  the  effect  of  the 
incentives. 

ProPAC  will  examine  the  impact  of  the  dual 
capital-operating  cost  payment  system.  Medicare 
cost  report  trend  data  will  provide  descriptive  in- 
formation on  changes  in  hospital  investment  behav- 
ior. The  study  will  examine,  for  example,  changes 
in  the  relative  capital  costs  of  ancillary  departments 
compared  with  their  total  costs.  From  this,  ProPAC 
will  draw  general  conclusions  about  the  effects  of 
the  incentives  inherent  in  the  dual  payment  method. 

In  addition,  ProPAC  will  study  the  relationship 
between  capital  costs  and  occupancy.  This  infor- 
mation will  support  Commission  judgments  on  the 
feasibility  and  appropriateness  of  linking  capital 
payments  to  hospital  occupancy  rates.  This  study 
is  in  response  to  a  congressional  mandate  in  the 
Omnibus  Budget  Reconciliation  Act  of  1987. 

SHIFT  OF  SERVICES  FOR  AN 
EPISODE  OF  CARE 

There  have  been  major  shifts  in  the  site  of  health 
care  service  delivery  since  the  implementation  of 
PPS.  Two  phenomena  are  largely  responsible.  First, 
medical  or  surgical  procedures  that  were  performed 
in  inpatient  hospital  facilities  are  being  shifted  to 
ambulatory  settings,  eliminating  hospital  admis- 
sions. This  trend  began  well  before  the  implemen- 
tation of  PPS.  Second,  services  that  used  to  be 
provided  as  part  of  a  hospital  admission  increas- 
ingly are  delivered  before  or  after  the  hospital  stay 
in  an  ambulatory  setting.  This  trend  is  associated 
with  declining  lengths  of  stay  that  can,  in  part,  be 
attributed  to  the  incentives  of  PPS. 

These  major  changes  in  site  of  care  have  raised 
many  questions  about  total  costs,  quality  of  care, 
and  beneficiary  access  to  services.  Further,  the 


extent  and  nature  of  site-of-care  shifts  may  vary 
across  beneficiary  groups  and  hospital  types.  It  is 
difficult  to  explore  these  issues  because  available 
data  are  inadequate  to  investigate  services  provided 
throughout  an  entire  episode  of  care.  For  certain 
service  delivery  sites  there  are  neither  data  nor 
plans  to  develop  sources  of  data.  ProPAC  is  inter- 
ested in  these  issues  because  of  the  critical  role 
PPS  is  playing  in  these  changes  even  though  they 
involve  outpatient  service  settings. 

PPS  incentives  to  shift  services  out  of  the  inpa- 
tient hospital  setting  affect  beneficiary  out-of- 
pocket  spending.  The  Commission  has  examined 
illustrative  examples  of  typical  cases.  ProPAC  de- 
termined that  beneficiary  cost-sharing  responsibili- 
ties for  the  facility  charges  are  usually  less  for 
outpatient  surgery  than  for  the  same  surgery  per- 
formed in  an  inpatient  setting.  This  would  proba- 
bly be  true  for  medical  treatment  performed  in  the 
outpatient  setting  as  well.  On  the  other  hand,  when 
beneficiaries  are  treated  as  inpatients,  but  dis- 
charged earlier  for  further  treatment,  they  must 
bear  the  cost  of  coinsurance  for  additional  facility 
charges,  thus  increasing  total  liability. 

Many  questions  remain  about  the  effects  of 
site-of-care  shifts  on  total  health  care  costs.  While 
such  shifts  could  reduce  costs  for  inpatient  care, 
they  may  increase  the  total  costs  over  an  episode  of 
care.  These  changing  cost  patterns  may  vary  across 
types  of  procedures,  DRGs,  or  various  beneficiary 
groups.  The  quality  of  care  also  may  be  affected 
by  the  shifts  in  site  of  care. 

Finally,  beneficiary  access  to  appropriate  ser- 
vices, particularly  because  patients  are  being  dis- 
charged from  hospitals  earlier,  needs  to  be  assessed 
and  monitored.  Post-hospitalization  services  may 
not  be  available  to  some  beneficiaries,  either  be- 
cause they  are  not  provided  in  a  particular  area  or 
because  the  beneficiaries  cannot  afford  them. 

One  of  the  Commission's  major  priorities  in  the 
coming  year  is  to  better  understand  the  cost,  qual- 
ity, and  access  to  services  throughout  an  entire 
episode  of  care.  To  do  this,  beneficiary-level  data 
on  an  entire  episode  of  care  are  needed.  These  data 
would  include  utilization  and  costs  of  services 
covered  under  both  Medicare  Part  A  and  Medicare 
Part  B. 
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Because  of  the  importance  of  these  issues  and 
the  clear  need  for  more  and  better  data,  ProPAC  is 
initiating  a  major  data  development  effort  to  merge 
Medicare  Part  A  and  B  files.  The  Commission  is 
carefully  monitoring  other  organizations'  efforts  to 
produce  similar  data  bases  and  will  collaborate  on 
these  efforts  if  possible.  The  development  of  a  linked 
data  base  is  the  first  stage  of  several  specific 
analytic  activities  ProPAC  plans  to  undertake.  These 
include  examinations  of  particularly  vulnerable 
beneficiary  groups  and  variations  in  medical  prac- 
tice patterns. 

A  related  effort  will  examine  benefit  changes  in 
the  Medicare  program  since  1980  by  reviewing 
statutory,  regulatory,  and  administrative  changes. 
These  benefit  changes  affect  utilization  and  costs, 
so  they  will  be  important  to  understand  in  analyses 
of  changes  in  services  provided  throughout  an 
episode  of  care. 

BENEFICIARY  ACCESS  AND  QUALITY 

Beneficiary  access  to  health  care,  and  the  quality 
of  that  care,  continue  to  be  among  the  most  impor- 
tant issues  facing  the  Medicare  program.  To  assess 
PPS  fully,  methods  are  needed  that  accurately 
measure  and  assess  changes  in  access  and  quality 
of  care.  Additional  methods  are  necessary  to  iden- 
tify what  has  caused  these  changes — for  example, 
specific  provider  practices,  features  of  PPS,  or 
other  factors. 

Ensuring  beneficiary  access  to  high-quality  care 
has  always  been  one  of  the  Commission's  major 
priorities.  All  analyses  and  policy  recommenda- 
tions are  undertaken  considering  their  potential 
effects  on  quality  of  care.  One  of  the  major  objec- 
tives of  ProPAC 's  work  on  variations  in  resource 
use,  for  example,  is  to  assess  how  these  variations 
affect  quality  of  care.  The  studies  of  hospitals' 
behavioral  responses  to  PPS  also  will  examine 
potential  effects  on  quality  of  care.  In  addition, 
ProPAC  will  look  at  specific  activities  that  may 
compromise  quality  of  care.  It  will  also  identify 
specific  populations  that  may  be  particularly  vul- 
nerable to  declines  in  quality  of  care.  The  Com- 
mission will  continue  to  use  existing  data  to  inves- 
tigate particular  characteristics  of  the  process  of 
care  in  light  of  its  concerns  about  quality. 


Studies  of  beneficiary  access  and  quality  require 
considerable  time  and  financial  resources.  To  con- 
serve and  focus  the  Commission's  resources,  there- 
fore, ProPAC  will  continue  to  monitor  research 
conducted  by  other  organizations.  The  Institute  of 
Medicine  of  the  National  Academy  of  Sciences 
recently  launched  a  major  assessment  of  quality  of 
care  mechanisms  under  the  Medicare  program. 
This  congressionally  mandated  study  may  become 
the  basis  of  critical  public  policy  discussions  and 
actions  on  beneficiary  access  and  quality  of  care. 
The  study  will  provide  important  information  that 
the  Commission  will  consider  in  its  deliberations. 

Measuring  the  Quality  of  Inpatient  Care 

As  its  focus  shifts  to  the  broader  effects  of  PPS, 
the  Commission  has  intensified  its  attempts  to  use 
health  outcomes  to  measure  quality  of  care,  al- 
though data  inadequacies  continue  to  limit  these 
efforts.  Only  very  crude  outcome  statistics,  such  as 
mortality  and  readmission  rates,  are  available. 
Findings  based  on  these  data  are  incomplete  and 
difficult  to  interpret. 

The  Commission  believes  that  mortality  statis- 
tics are  an  important  source  of  information  about 
quality  of  care.  Further  technical  and  statistical 
analysis,  however,  is  needed  to  refine  the  method- 
ology for  calculating  mortality  statistics.  In  partic- 
ular, data  need  to  be  adequately  adjusted  for  sever- 
ity of  illness.  The  Commission  thus  plans  to 
complete  a  preliminary  study  of  the  effects  of 
within-DRG  patient  severity  on  mortality  statistics. 
Information  from  this  study  will  supplement  data 
HCFA  is  gathering  on  this  issue. 

Changes  in  readmission  rates  over  time  may 
provide  additional  empirical  evidence  about  how 
hospital  responses  to  the  incentives  of  PPS  affect 
quality  of  care.  The  Commission  is  analyzing  rates 
of  readmission  during  the  first  three  years  of  PPS. 
This  study  will  document  overall  changes  in  read- 
mission  rates  for  beneficiaries  in  all  DRGs  as  well 
as  for  specific  groups  of  DRGs.  In  addition,  read- 
mission  rates  will  be  compared  across  various 
hospital  types. 

Although  the  currently  available  outcome  mea- 
sures of  quality  of  care  are  limited,  there  is  a 
significant  amount  of  data  that  can  provide  de- 
scriptive information  about  the  quality  of  care 
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provided  to  Medicare  beneficiaries.  ProPAC  will 
continue  its  analysis  of  vulnerable  beneficiary 
groups  that  may  be  at  a  greater  risk  of  adverse 
health  outcomes  if  quality  of  care  declines.  The 
groups  are  defined  by  diagnosis,  age,  and  income 
status.  For  these  vulnerable  groups,  ProPAC  will 
document  longitudinal  patterns  of  inpatient  re- 
source use,  including  length  of  stay,  total  charges, 
and  mortality  and  readmission  rates.  This  descrip- 
tive information  will  be  useful  in  understanding  the 
changing  hospital  stay  and  identifying  areas  need- 
ing further  research. 

Measuring  the  Quality  of  Non-Inpatient 
Care 

As  more  of  the  beneficiary's  care  is  provided 
outside  the  hospital,  ProPAC  will  broaden  its  ex- 
aminations of  quality  of  care  to  incorporate  these 
other  settings.  The  Commission  will  continue  to 
devote  a  significant  portion  of  its  resources  to 
examining  the  structure  and  process  of  the  care 
provided  throughout  an  episode  of  care.  Two  such 
efforts  are  described  below. 

Transitional  Care — The  Commission's  major 
study  of  post-acute,  or  transitional,  care  is  in  its 
second  year.  This  study  was  initiated  to  examine 
the  provision  of  post-acute  care  in  hospital  set- 
tings. A  national  survey  and  series  of  case  studies 
were  designed  to  define  transitional  care,  measure 
its  prevalence  and  distribution,  and  examine  the 
cost  and  quality  of  care  implications  for  this  level 
of  care. 

Preliminary  findings  from  the  study's  survey  and 
from  several  case  studies  are  summarized  in  Tech- 
nical Appendix  C.  During  1988,  the  Commission 
will  complete  this  analysis  and  consider  additional 
research  suggested  by  the  results. 

Shift  of  Inpatient  Care  to  Outpatient  Settings — 

Consistent  with  the  incentives  of  PPS  and  PRO 
activities,  service  delivery  is  increasingly  being 
shifted  to  outpatient  settings.  Unlike  the  problems 
associated  with  post-acute  care,  this  shift  of  site 


may  affect  beneficiaries  who  are  not  hospitalized. 
It  is  important,  therefore,  to  begin  developing  data 
bases  to  document  the  magnitude  of  the  shift  and 
to  characterize  the  patients  now  treated  in  outpa- 
tient settings. 

The  Commission  has  developed  several  research 
strategies  for  addressing  this  issue.  As  described 
earlier,  ProPAC  is  developing  a  data  base  that  links 
hospital  and  outpatient  services  by  beneficiary.  The 
Commission  will  use  these  and  other  data  to  docu- 
ment changes  in  volume  and  costs  for  several 
procedures  provided  in  the  inpatient  and  outpatient 
setting.  ProPAC  will  compare,  by  service  setting, 
the  health  outcomes  and  severity  of  illness  of 
patients  undergoing  these  procedures. 

The  Commission  will  also  study  hospital  outpa- 
tient services  that  are  not  necessarily  provided 
during  an  episode  of  care  that  includes  hospital- 
ization. The  Omnibus  Reconciliation  Act  of  1987 
instructed  ProPAC  to  advise  the  Secretary  on  the 
payment  system  for  ambulatory  surgery  and  non- 
surgical outpatient  services  furnished  by  hospitals. 
Initially,  ProPAC  will  examine  available  MCR  data 
to  describe  the  cost  and  use  of  these  services 
across  hospitals. 

Perceptions  of  Quality  of  Care 

Beneficiaries'  and  providers'  perceptions  of  qual- 
ity are  important  sources  of  information.  ProPAC 
considers  these  perceptions  in  assessing  changes  in 
quality,  identifying  particular  problem  areas,  and 
determining  research  needs.  The  Commission  sys- 
tematically reviewed  anecdotal  evidence  and  per- 
ceptions related  to  quality  of  care  in  1986.  Besides 
identifying  areas  that  were  most  sensitive  to 
changes  in  quality  of  care,  the  study  helped  ProPAC 
refine  its  research  agenda  for  this  issue.  The  Com- 
mission worked  closely  with  the  American  Associ- 
ation of  Retired  Persons  (AARP),  which  is  contin- 
uing analyses  and  studies  on  this  topic.  ProPAC 
will  monitor  AARP's  efforts  and  will  review  the 
information  developed  through  its  studies. 
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of  Healthcare  Executives.  From  1951  to  1955,  he 
served  in  the  U.S.  Air  Force.  He  received  a  B.S.  in 
business  administration  from  Fort  Hays  Kansas 
State  University  in  1951. 

William  D.  Fullerton 

William  D.  Fullerton  is  an  adjunct  associate 
professor  in  the  School  of  Medicine,  University  of 
North  Carolina  at  Chapel  Hill.  From  1978  to  1984, 
he  was  principal  and  president  of  Health  Policy 
Alternatives,  Inc.,  where  he  is  now  a  part-time 
consultant.  The  first  deputy  administrator  of  the 
Health  Care  Financing  Administration  (1977-78), 
Mr.  Fullerton  was  also  a  special  consultant  to  the 
Secretary  of  the  Department  of  Health,  Education 
and  Welfare.  He  served  as  chief  of  the  professional 
health  staff,  Committee  on  Ways  and  Means,  U.S. 
House  of  Representatives,  from  1970  to  1976.  Mr. 
Fullerton  was  the  first  executive  secretary  of  the 
Health  Insurance  Benefits  Advisory  Council  in 
1965-66.  Before  that,  he  held  various  positions  in 
the  Social  Security  Administration.  He  is  a  mem- 
ber of  the  Institute  of  Medicine  of  the  National 
Academy  of  Sciences.  Mr.  Fullerton  received  a 
B.A.  from  the  University  of  Rochester. 

B.  Kristine  Johnson 

B.  Kristine  Johnson  is  vice  president,  corporate 
affairs  and  a  member  of  the  senior  management 
council  of  Medtronic,  Inc.  Joining  the  company  in 
1982  as  director  of  public  affairs,  she  subsequently 
served  as  vice  president,  public  affairs  and  vice 
president,  U.S.  national  accounts/customer  market- 
ing. She  assumed  her  post  in  1987.  Prior  to  that, 
Ms.  Johnson  was  an  executive  of  Cargill,  Inc.  She 
is  a  former  chair  of  the  health  care  financing 
committee  and  government  affairs  section  of 
the  Health  Industry  Manufacturers  Association 
(HIM A).  A  member  of  the  University  of  Minne- 
sota Hospital  board,  Ms.  Johnson  chairs  its  plan- 
ning and  development  committee.  She  received  a 
B.A.  from  Saint  Olaf  College  and  served  on  the 
college's  board  of  regents  from  1973  to  1986. 
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Sheldon  S.  King 

Sheldon  S.  King  is  president  of  Stanford  Univer- 
sity Hospital  and  a  clinical  associate  professor  in 
the  Department  of  Community,  Family,  and  Pre- 
ventive Medicine  at  Stanford's  School  of  Medi- 
cine. From  1981  to  1985,  he  served  simultaneously 
as  the  hospital's  executive  vice  president  and  di- 
rector as  well  as  the  medical  school's  associate 
vice  president  for  medical  affairs.  Mr.  King  was 
also  director  of  hospitals  and  clinics,  University 
Hospital,  University  of  California  Medical  Center, 
from  1972  to  1981.  He  was  executive  director  of 
the  Albert  Einstein  College  of  Medicine  from  1968 
to  1972,  and  held  various  positions  at  Mount  Sinai 
Hospital  from  1957  to  1968.  Mr.  King  was  chair- 
man of  the  administrative  board  of  the  Council  of 
Teaching  Hospitals  of  the  Association  of  American 
Medical  Colleges.  Besides  serving  in  the  House  of 
Delegates  of  the  American  Hospital  Association, 
he  is  chairman  of  the  advisory  board  of  the  Ameri- 
can Board  of  Internal  Medicine.  Mr.  King  is  a 
Fellow  of  the  American  College  of  Health  Care 
Executives,  the  American  Public  Health  Associa- 
tion, and  the  Royal  Society  of  Health.  His  publica- 
tions include  the  "Impact  of  Competition  and  Cost 
Containment  in  the  University  Hospital,"  Ameri- 
can Journal  of  Cardiology,  August  1985.  Mr. 
King  received  an  A.B.  from  New  York  University 
and  an  M.S.  from  Yale  University. 

Barbara  J.  McNeil 

Barbara  J.  McNeil  is  professor  of  radiology  at 
Harvard  Medical  School,  Brigham  and  Women's 
Hospital,  and  professor  of  clinical  epidemiology, 
Harvard  Medical  School.  She  is  also  director  of 
the  Center  for  Cost-Effective  Care,  Brigham  and 
Women's  Hospital,  and  deputy  director  for  Resi- 
dency Training,  Joint  Program  in  Nuclear  Medi- 
cine, Harvard  Affiliated  Hospitals.  Dr.  McNeil  is  a 
member  of  the  Harvard-MIT  Division  of  Health 
Sciences  and  Technology.  Her  professional  and 
advisory  activities  are  extensive.  She  serves  on  the 
board  of  trustees  of  the  Society  for  Medical  Deci- 
sion Making.  Dr.  McNeil  is  a  member  of  the  joint 
committee  of  the  American  College  of  Radiology, 
the  Association  of  University  Radiologists,  and  the 
Society  of  Chairmen  of  Academic  Radiology.  She 
is  also  a  member  of  the  Fleischner  Society,  the 
Institute  of  Medicine  of  the  National  Academy  of 
Sciences,  and  the  National  Council  on  Radiation 
Protection  and  Measurements.  She  serves  on  the 


American  College  of  Radiology's  committees  on 
nuclear  radiology  and  on  quality  assurance  and 
efficacy.  Formerly,  Dr.  McNeil  was  on  the  board 
of  the  Association  for  Health  Services  Research, 
the  policy  council  of  the  Association  for  Public 
Policy  Analysis  and  Management,  and  a  member 
of  the  National  Council  on  Health  Care  Technol- 
ogy. She  has  written  five  books  and  more  than  150 
professional  articles  and  reports.  Dr.  McNeil  has 
an  A.B.  in  chemistry  from  Emmanuel  College,  an 
M.D.  from  Harvard  Medical  School,  and  a  Ph.D. 
in  biological  chemistry  from  Harvard  University. 

Kathryn  M.  Mershon 

Kathryn  M.  Mershon  is  vice  president,  nursing, 
at  Humana,  Inc.,  a  position  she  has  held  since 
1980.  She  holds  an  adjunct  assistant  professorship 
of  nursing  at  Spalding  University.  From  1971  to 
1980,  Ms.  Mershon  was  associate  executive  director 
— nursing  at  St.  Joseph  Infirmary  (now  Humana 
Hospital  Audubon)  in  Louisville,  Kentucky.  Before 
that,  she  was  a  clinical  nursing  specialist  at  St. 
Joseph  Infirmary,  clinical  instructor  at  St.  Francis 
Xavier  Hospital  School  of  Nursing,  and  a  staff 
nurse.  She  has  a  distinguished  list  of  professional 
and  community  activities,  including  board  of  gov- 
ernors of  the  Federation  of  American  Health  Sys- 
tems, board  member  of  the  National  League  for 
Nursing,  and  editorial  review  board  of  Nursing  & 
Health  Care.  She  is  a  former  trustee  of  Spalding 
University  and  member  of  the  advisory  board  of 
the  University  of  Louisville's  School  of  Nursing. 
Ms.  Mershon  also  served  on  the  Louisville  Board 
of  Health  and  on  the  board  of  governors  of  Louis- 
ville General  Hospital.  She  has  made  numerous 
public  presentations  on  a  variety  of  nursing-related 
issues.  Her  recent  publications  include:  "Some 
Myths  Pertaining  to  For-Profit  Health  Care,"  Nurs- 
ing Economics,  September/October  1986,  and 
"Nurses  and  the  Health  Cost  Crisis:  A  Strategic 
Approach  to  the  Challenge,"  Orthopaedic  Nursing, 
January /February  1985.  Ms.  Mershon  received  a 
B.S.  in  nursing  from  Spalding  University  and  an 
M.S.  in  nursing  from  St.  Louis  University. 

James  J.  Mongan 

James  J.  Mongan  is  the  executive  director  of  the 
Truman  Medical  Center,  Kansas  City,  Missouri, 
and  dean  of  the  University  of  Missouri-Kansas 
City  School  of  Medicine.  He  holds  professorships 
in  the  School  of  Medicine  and  the  School  of 
Business  and  Public  Administration  at  the  University 
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of  Missouri-Kansas  City.  From  1979  to  1981, 
he  was  the  associate  director  for  health  and  human 
resources,  Domestic  Policy  Staff,  the  White  House. 
Dr.  Mongan  served  as  deputy  assistant  secretary 
for  health  policy  at  the  Department  of  Health, 
Education  and  Welfare  from  1977  to  1979,  and 
was  the  Secretary's  special  assistant  for  National 
Health  Insurance.  For  seven  years  before  that,  he 
was  a  professional  staff  member  of  the  Committee 
on  Finance,  U.S.  Senate.  Dr.  Mongan  is  a  member 
of  the  board  of  trustees  of  the  American  Hospital 
Association  and  a  member  of  the  House  of  Dele- 
gates. He  is  on  the  board  of  the  Council  of  Teaching 
Hospitals  of  the  American  Association  of  Medical 
Colleges  and  a  member  of  the  advisory  committee 
for  the  Robert  Wood  Johnson  Foundation's  Pro- 
gram for  Prepaid  Managed  Health  Care.  Dr. 
Mongan  received  his  A.B.  and  M.D.  from  Stanford 
University. 

Eric  Murioz 

Eric  Muhoz  is  head  of  the  research  division  of 
the  department  of  surgery  at  the  Long  Island 
Jewish-Hillside  Medical  Center,  and  assistant  pro- 
fessor of  surgery  at  the  State  University  of  New 
York  at  Stony  Brook.  He  has  been  an  instructor  at 
the  Yale  University  School  of  Medicine  and  New 
York  Medical  College.  Dr.  Murioz  is  nationally 
recognized  for  his  research  on  the  DRG  payment 
mechanism,  which  has  focused  on  the  higher  costs 
of  emergency  hospital  admissions.  He  is  also  a 
specialist  on  problems  of  health  care  delivery  to 
the  poor.  Dr.  Munoz  was  president  of  the  Ameri- 
can Association  of  Puerto  Rican  Scientists  and 
served  on  the  board  of  that  organization.  His  other 
numerous  professional  affiliations  include  Fellow 
of  the  American  College  of  Surgeons,  the  Associa- 
tion for  Academic  Surgery,  and  the  International 
Health  Economics  and  Management  Institute.  He 
is  certified  by  the  American  Board  of  Surgery.  Dr. 
Munoz  has  published  more  than  30  articles  on 
health  care  costs.  He  received  a  B.A.  in  psychol- 
ogy from  the  University  of  Virginia,  an  M.D.  from 
the  Albert  Einstein  College  of  Medicine,  and  an 
M.B.A.  in  finance  and  economics  from  Columbia 
University.  Dr.  Munoz  trained  in  general  and  pe- 
ripheral vascular  surgery  at  Yale  University. 

John  C.  Nelson 

John  C.  Nelson  is  a  practicing  obstetrician  and 
gynecologist  in  Salt  Lake  City,  Utah.  He  has  been 


involved  in  cost-containment  efforts  at  local  and 
state  levels  and  is  active  in  the  American  Cancer 
Society  as  well  as  numerous  other  medical  and 
civic  efforts.  A  member  of  the  American  Medical 
Association,  Dr.  Nelson  is  the  delegate  from  Utah 
and  serves  on  the  work  group  on  evaluation,  as- 
sessment, and  control — Health  Policy  Agenda  for 
the  American  People.  He  is  a  delegate  to  the  Utah 
State  Medical  Association  House  of  Delegates,  and 
serves  on  the  editorial  board  of  the  Utah  Medical 
Bulletin  as  well  as  on  the  board  of  the  Utah  Health 
Cost  Management  Foundation.  Dr.  Nelson  is  also  a 
member  of  the  board  of  the  Utah  Professional 
Review  Organization  and  the  governor's  Select  Ad- 
visory Committee  on  Child  Abuse  and  Neglect.  He 
is  former  director  of  cost-containment  for  Blue 
Cross/Blue  Shield  of  Utah.  Dr.  Nelson  took  his 
internship  at  the  Providence  Hospital  in  Portland, 
Oregon,  and  a  residency  with  the  Department  of 
Obstetrics  and  Gynecology  at  the  University  of 
Utah.  He  is  board-certified  by  the  American  Board 
of  Obstetrics  and  Gynecology,  and  a  Fellow  of  the 
American  College  of  Obstetrics  and  Gynecology. 
He  received  his  bachelor's  degree  in  zoology  from 
Utah  State  University  and  his  M.D.  from  the  Utah 
College  of  Medicine. 


Leonard  D.  Schaeffer 

Leonard  D.  Schaeffer  is  president  and  chief 
executive  officer  of  Blue  Cross  of  California.  He 
came  to  Blue  Cross  from  his  position  as  president 
of  Group  Health,  Inc.  Mr.  Schaeffer  was  formerly 
executive  vice  president  and  chief  operating  officer 
of  the  Student  Loan  Marketing  Association.  He 
served  as  administrator  of  the  Health  Care  Financ- 
ing Administration,  Department  of  Health  and  Hu- 
man Services,  and  as  assistant  secretary  for  man- 
agement and  budget  in  the  Department  of  Health, 
Education  and  Welfare.  Before  that,  Mr.  Schaeffer 
was  vice  president  of  Citibank,  N.A.  He  has  held 
various  positions  with  the  state  of  Illinois,  includ- 
ing director  of  the  Bureau  of  Budget,  head  of  the 
State  Planning  Office,  chairman  of  the  Illinois 
Capital  Development  Board,  and  deputy  director 
for  management,  Illinois  Department  of  Mental 
Health  and  Developmental  Disabilities.  He  was 
previously  vice  president  of  a  private  investment 
banking  firm,  and  a  consultant  for  Arthur  Ander- 
son &  Company.  A  Kellogg  Fellow,  Mr.  Schaeffer 
was  also  on  the  executive  committee  of  both  the 
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National  Cooperative  Business  Association  and  the 
Minnesota  Coalition  on  Health  Care  Costs.  He  was 
graduated  from  Princeton  University. 

Steven  A.  Schroeder 

Steven  A.  Schroeder  is  the  chief  of  the  Division 
of  Internal  Medicine  and  professor  of  medicine, 
Department  of  Medicine  at  the  University  of  Cali- 
fornia at  San  Francisco  (UCSF),  where  he  is  also  a 
member  of  the  Institute  for  Health  Policy  Studies. 
He  is  a  practicing  general  internist  and  an  attend- 
ing physician  at  UCSF  hospitals.  Dr.  Schroeder 
joined  the  UCSF  Department  of  Medicine  as  an 
associate  professor  in  1976.  In  1982-83,  he  was 
a  visiting  professor  in  the  Department  of  Commu- 
nity Medicine  of  St.  Thomas'  Hospital  Medical 
School,  London.  He  was  on  the  faculty  of  George 
Washington  University  Medical  Center  (GWU) 
from  1971  to  1976,  and  served  as  medical  director 
of  the  GWU  Health  Plan  from  1972  to  1976.  Dr. 
Schroeder  is  a  diplomate  of  the  American  Board  of 
Internal  Medicine  and  a  Fellow  of  the  American 
College  of  Physicians.  A  member  of  the  National 
Academy  of  Sciences'  Institute  of  Medicine,  he 
chairs  the  current  Institute  study  panel  that  is 
evaluating  Medicare  program  quality  of  care  activ- 
ities. He  serves  on  the  editorial  boards  of  several 
journals,  and  is  a  consultant  and  adviser  to  numer- 
ous organizations,  including  the  Association  of 
American  Medical  Colleges,  the  Department  of 
Health  and  Human  Services,  and  the  Robert  Wood 
Johnson  Foundation.  He  is  current  director  of  the 
Pew/Rockefeller  program,  Health  of  the  Public:  An 
Academic  Challenge,  and  is  past  president  of  the 
Society  for  Research  in  Primary  Care  Internal  Med- 
icine. Dr.  Schroeder  has  published  extensively  on 
topics  such  as  primary  care,  medical  technology, 
preventive  medicine,  iatrogenesis,  and  physician 
reimbursement  as  well  as  clinical  topics.  He  co- 
edits  the  clinical  textbook  Current  Medical  Diag- 
nosis and  Treatment.  He  received  a  B.A.  from 
Stanford  University  and  an  M.D.  from  Harvard 
Medical  School. 

Bert  Seidman 

Bert  Seidman  has  been  the  director  of  the  De- 
partment of  Occupational  Safety,  Health  and  Social 
Security  of  the  AFL-CIO,  Washington,  D.C.,  since 
1983.  From  1962  to  1966,  he  was  the  AFL-CIO 
European  economic  representative  stationed  in  Paris 


and  then  in  Geneva.  Before  that,  he  served  for  14 
years  as  an  economist  in  the  research  department 
of  the  AFL  and  the  AFL-CIO.  In  1966,  he  became 
director  of  the  AFL-CIO  Social  Security  Depart- 
ment. He  was  a  member  of  the  U.S.  labor  delega- 
tion to  the  annual  conference  of  the  International 
Labor  Organization  (ILO)  from  1958  to  1976  and, 
from  1972  to  1975,  was  a  member  of  the  ILO 
governing  body.  In  1973  and  1974,  he  was  the  U.S. 
worker  delegate  to  the  ILO  conference.  He  has 
served  on  numerous  committees,  including  the 
Federal  Advisory  Council  on  Employment  Secu- 
rity, the  Advisory  Council  on  Health  Insurance  for 
the  Disabled,  the  Task  Force  on  Medicaid  and 
Related  Programs,  the  Advisory  Council  on  Social 
Security,  the  Federal  Hospital  Council,  the  Health 
Insurance  Benefits  Advisory  Council,  the  Blue 
Cross  Advisory  Committee,  and  the  1981  White 
House  Conference  on  Aging  (the  Advisory  Com- 
mittee and  chairman  of  the  Technical  Committee 
on  Retirement  Income).  At  present,  he  is  a  mem- 
ber of  the  HMO  Industry  Council,  the  Brookings 
Institution  Advisory  Panel  on  Long-Term  Care, 
and  the  National  Advisory  Committee  to  the 
Robert  Wood  Johnson  Foundation  on  Community 
Programs  for  Affordable  Health  Care.  He  is  on  the 
board  of  the  National  Council  of  Senior  Citizens 
and  the  National  Council  on  Aging,  and  is  a  vice 
president  of  the  National  Consumers  League. 


Jack  K.  Shelton 

Jack  K.  Shelton  is  manager  of  the  Employee 
Insurance  Department  of  the  Ford  Motor  Company, 
which  he  joined  in  1956.  He  is  responsible  for  the 
financial  control  and  analysis  of  nearly  all  employee 
benefit  plans.  In  this  capacity,  he  participates  in 
union  negotiations,  relations  with  insurance  carri- 
ers, and  financial  control  of  company-administered 
plans.  He  also  reviews  changes  in  wage  and  benefit 
programs  for  foreign  subsidiaries.  Mr.  Shelton  is 
actively  involved  in  a  number  of  local  and  national 
health  care  organizations,  serving  as  a  director  of 
the  National  Fund  for  Medical  Education,  a  direc- 
tor of  Blue  Cross  and  Blue  Shield  of  Michigan, 
and  a  member  of  the  Statewide  Health  Coordinat- 
ing Council  of  Michigan.  In  1985,  he  was  a 
member  of  an  Office  of  Technology  Assessment 
Advisory  Panel  on  Alternative  Physician  Payments 
for  Medicare  and  chairman  of  the  Employer  Pro- 
spective Payment  Advisory  Commission  for  the 
Washington  Business  Group  on  Health.  He  is  past 
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chairman  of  the  National  Industry  Council  on  HMO 
Development,  the  Michigan  Health  Economics  Co- 
alition, the  Michigan  Hospital  Capacity  Reduction 
Corporation,  and  the  Health  Alliance  Plan  (Michi- 
gan's largest  HMO).  Mr.  Shelton  received  his  B.S. 
and  M.S.  degrees  in  industrial  psychology  from 
Oklahoma  State  University. 

Bruce  C.  Vladeck 

Bruce  C.  Vladeck  is  president  of  the  United 
Hospital  Fund  of  New  York.  Immediately  before 
joining  that  organization,  Dr.  Vladeck  was  assis- 
tant vice  president  of  the  Robert  Wood  Johnson 
Foundation.  From  1979  to  1982,  he  was  assistant 
commissioner  for  health  planning  and  resources 
development  of  the  New  Jersey  State  Department 
of  Health.  In  that  position,  he  was  director  of  the 
State  Health  Planning  and  Development  Agency, 
where  he  oversaw  the  implementation  of  New  Jer- 


sey's all  payer,  DRG-based  hospital  prospective 
payment  system.  Dr.  Vladeck  taught  for  four  and 
one-half  years  at  Columbia  University,  and  has 
served  on  the  adjunct  faculty  of  Rutgers,  Princeton, 
the  College  of  Medicine  and  Dentistry  of  New 
Jersey,  and  New  York  University.  He  is  the  author 
of  Unloving  Care:  The  Nursing  Home  Tragedy,  and 
has  written  numerous  articles  and  book  chapters  on 
health  policy,  health  care  finance,  and  health  poli- 
tics. He  is  a  member  of  the  New  York  State 
Council  of  Health  Care  Financing,  the  Institute  of 
Medicine  of  the  National  Academy  of  Sciences, 
and  various  national  advisory  committees  of  the 
Robert  Wood  Johnson  Foundation.  Dr.  Vladeck, 
who  is  a  Fellow  of  the  New  York  Academy  of 
Medicine,  also  serves  on  the  board  of  the  Associa- 
tion for  Health  Services  Research.  He  received  his 
bachelor's  degree  in  government  from  Harvard  Col- 
lege, and  his  M.A.  and  Ph.D.  in  political  science 
from  the  University  of  Michigan. 
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PROSPECTIVE  PAYMENT 
ASSESSMENT  COMMISSION 
POLICY  STATEMENT 

Responsibilities — The  Prospective  Payment  As- 
sessment Commission  (ProPAC)  has  two  major 
responsibilities.  First,  it  recommends  annually  to 
the  Secretary  of  the  Department  of  Health  and 
Human  Services  the  appropriate  annual  percentage 
change  in  payment  for  hospital  inpatient  discharges. 
The  Commission  is  to  report  its  recommendations 
to  the  Secretary  by  March  1st  of  each  year.  Second, 
it  consults  with  and  recommends  to  the  Secretary 
needed  changes  in  the  diagnosis-related  group 
(DRG)  classification  (e.g.,  new  DRGs,  modifica- 
tions to  existing  DRGs)  and  in  the  relative  weighting 
factors  of  the  DRGs.  In  addition,  the  Commission 
is  required  to  report  to  the  Congress  its  evaluation 
of  any  adjustments  made  by  the  Secretary  regard- 
ing the  DRG  classification  and  weighting  factors. 

In  making  its  recommendations,  the  Commission 
will  consider  the  hospital  market  basket,  hospital 
productivity,  technological  and  scientific  advances, 
quality  of  care,  and  long-term  cost-effectiveness  of 
services.  In  order  to  carry  out  its  responsibility  to 
identify  medically  appropriate  patterns  of  health 
resources  use,  the  Commission  is  required  to  col- 
lect and  assess  information  on  regional  variations 
in  medical  practice;  length  of  hospitalization;  and 
the  safety,  efficacy,  and  cost-effectiveness  of  new 
and  existing  medical  and  surgical  procedures,  prac- 
tices, services,  and  technologies.  While  the  Com- 
mission will  use  existing  information  where 
possible,  it  will  also  use  its  research  authority  to 
award  grants  or  contracts  where  existing  information 
is  inadequate. 


The  Commission  shall  focus  primarily  on  the 
two  responsibilities  cited  above.  Other  responsibili- 
ties will  be  pursued  to  the  limit  of  available  staff 
and  resources.  The  Commission  will  also  monitor 
executive  and  legislative  branch  actions  in  regard 
to  other  areas. 

Relationship  to  the  Public — The  Commission 
welcomes  and  encourages  constructive  relations 
with  the  public.  Its  meetings  will  be  open,  and  it 
will  maintain  a  mailing  list,  to  the  extent  its  funds 
allow,  in  order  to  keep  the  interested  public  in- 
formed of  its  activities  and  meetings. 

Intramural  and  extramural  analytic  documents 
prepared  for  the  Commission  will  be  made  pub- 
licly available  on  a  case-by-case  basis.  Generally, 
final  reports  will  be  made  available  as  part  of  a 
Technical  Report  Series.  As  a  rule,  technical  re- 
ports will  be  distributed  without  charge  to  any 
requesting  party. 

The  Commission  encourages  consumers,  hospi- 
tals, physicians,  business  firms,  and  other  individ- 
uals and  groups  to  submit  information,  preferably 
in  writing,  with  respect  to  medical  and  surgical 
procedures,  services,  practices,  and  technologies 
or  other  information  relevant  to  the  Commission's 
responsibilities.  The  Commission  will  consider  this 
information  in  making  reports  and  recommenda- 
tions to  the  Secretary  and  the  Congress. 

However,  it  is  extremely  important  to  remember 
that  the  Commission  is  not  an  appeals  body.  It  has 
no  appeals  functions  or  regulatory  powers.  The 
information  accompanying  an  appeal  may  be  used 
as  data  on  system-level  trends. 
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COMMISSION  STRUCTURE,  ASSIGNMENTS,  AND  MEETING  DATES 


Structure  and  Assignments 


Subcommittee  on  Data 
Development  and  Research 


The  subcommittee  is  charged  with  identifying 
data  needs  and  availability  of  data  sources  relevant 
to  the  Commission's  responsibilities.  In  consulta- 
tion with  interested  persons  and  experts,  the  sub- 
committee will  analyze  issues  related  to  data  needs, 
sources,  and  availability.  It  will  also  examine  the 
strengths  and  weaknesses  of  the  data  and  will 
report  its  findings  to  the  full  Commission.  Where 
data  are  needed  but  unavailable,  the  subcommittee 
will  present  options  and  recommendations  for  data 
development  for  presentation  to  the  Commission. 


Members 

Steven  A.  Schroeder,  Chair 
Harold  A.  Cohen 
Carolyne  K.  Davis 
Barbara  J.  McNeil 
Eric  Muiioz 
Bruce  C.  Vladeck 


Subcommittee  on  Hospital 
Productivity  and  Cost-Effectiveness 

The  subcommittee  is  charged  with  identifying 
and  examining  procedures  and  issues  related  to  the 
measurement  of  productivity  and  cost-effectiveness, 
including  an  examination  of  the  hospital  market 
basket  and  related  variations  in  the  provision  of 
hospital  services.  In  consultation  with  interested 
persons  and  experts,  the  subcommittee  will  ana- 
lyze issues  related  to  hospital  productivity  and 
cost-effectiveness  and  will  present  its  findings, 
including  options  and  recommendations,  to  the  full 
Commission. 


Members 

Harold  A.  Cohen,  Chair 
Curtis  C.  Erickson 
Kathryn  M.  Mershon 
James  J.  Mongan 
Leonard  D.  Schaeffer 
Bert  Seidman 
Jack  K.  Shelton 
Bruce  C.  Vladeck 


Subcommittee  on  Diagnostic 
and  Therapeutic  Practices 

The  subcommittee  is  charged  with  identifying 
and  examining  technological  and  scientific  ad- 
vances, changing  treatment  patterns,  and  quality  of 
care  issues.  The  subcommittee  is  also  responsible 
for  examining  the  safety,  efficacy,  and  relative 
cost-effectiveness  of  medical  and  surgical  proce- 
dures, services,  and  technologies  as  they  relate  to 
the  Commission's  primary  responsibilities.  In  con- 
sultation with  interested  persons  and  experts,  the 
subcommittee  will  analyze  issues  related  to  the 
assessment  of  new  and  existing  procedures,  ser- 
vices, and  technologies.  It  will  present  its  find- 
ings, including  options  and  recommendations,  to 
the  full  Commission. 


Members 

Barbara  J.  McNeil,  Chair 
Carolyne  K.  Davis 
William  D.  Fullerton 
B.  Kristine  Johnson 
Sheldon  King 
Eric  Muhoz 
John  C.  Nelson 
Steven  A.  Schroeder 


Meeting  Dates 


Subcommittee  on  Data 
Development  and  Research 

June  24,  1987 
September  16,  1987 
October  28,  1987 

Subcommittee  on  Hospital 
Productivity  and  Cost-Effectiveness 

May  13,  1987 
June  23,  1987 
September  15,  1987 
October  27,  1987 
December  8,  1987 
January  12,  1988 


Subcommittee  on  Diagnostic 
and  Therapeutic  Practices 

May  13,  1987 
June  23,  1987 
September  15,  1987 
October  27,  1987 
December  8,  1987 
January  12,  1988 

Prospective  Payment 
Assessment  Commission 

May  13,  1987 
June  24,  1987 
September  16,  1987 
October  27-28,  1987 
December  8-9,  1987 
January  13,  1988 
February  2,  1988 
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STATUTORY  MANDATE  OF  THE 
COMMISSION 

Congress  established  the  Prospective  Payment 
Assessment  Commission  ("ProPAC")  in  Pub.  L. 
98-21  (the  Social  Security  Amendments  of  1983) 
on  April  20,  1983.  The  current  responsibilities  of 
ProPAC  are  set  forth  in  Section  1862(a)  and  Sec- 
tion 1886  of  the  Social  Security  Act,  amended 
through  1987.  Further  responsibilities  are  set  forth 
in  various  conference  reports.  The  passages  of  the 
relevant  legislative  sources  follow. 

Section  1886(d)(4)(C)  and  (D)  of  the  Social 
Security  Act 

(C)  The  Secretary  shall  adjust  the  classifications 
and  weighting  factors  established  under  subpara- 
graphs (A)  and  (B),  for  discharges  in  fiscal  year 
1988  and  at  least  annually  thereafter,  to  reflect 
changes  in  treatment  patterns,  technology,  and 
other  factors  which  may  change  the  relative  use  of 
hospital  resources, 

(D)  The  Commission  (established  under  subsec- 
tion (e)(2))  shall  consult  with  and  make  recom- 
mendations to  the  Secretary  with  respect  to  the 
need  for  adjustments  under  subparagraph  (C), 
based  upon  its  evaluation  of  scientific  evidence 
with  respect  to  new  practices,  including  the  use  of 
new  technologies  and  treatment  modalities.  The 
Commission  shall  report  to  the  Congress  with 
respect  to  its  evaluation  of  any  adjustments  made 
by  the  Secretary  under  subparagraph  (C). 

Section  1886(e)(2)  through  (6)  of  the  Social 
Security  Act 

(2)  The  Director  of  the  Congressional  Office  of 
Technology  Assessment  (hereinafter  in  this  subsec- 
tion referred  to  as  the  "Director"  and  the  "Office," 
respectively)  shall  provide  for  appointment  of  a 
Prospective  Payment  Assessment  Commission 
(hereinafter  in  this  subsection  referred  to  as  the 
"Commission"),  to  be  composed  of  independent 
experts  appointed  by  the  Director  (without  regard 
to  the  provisions  of  title  5,  United  States  Code, 
governing  appointments  in  the  competitive  ser- 
vice). In  addition  to  carrying  out  its  functions 
under  subsection  (d)(4)(D),  the  Commission  shall 
review  the  applicable  percentage  increase  factor 
described  in  subsection  (b)(3)(B)  and  make  recom- 
mendations to  the  Secretary  on  the  appropriate 


percentage  change  which  should  be  effected  for 
hospital  inpatient  discharges  under  subsections  (b) 
and  (d)  for  fiscal  years  beginning  with  fiscal  year 

1986.  In  making  its  recommendations,  the  Com- 
mission shall  take  into  account  changes  in  the 
hospital  market-basket  described  in  subsection 
(b)(3)(B),  hospital  productivity,  technological  and 
scientific  advances,  the  quality  of  health  care  pro- 
vided in  hospitals  (including  the  quality  and  skill 
level  of  professional  nursing  required  to  maintain 
quality  care),  and  long-term  cost-effectiveness  in 
the  provision  of  inpatient  hospital  services. 

(3)  (A)  The  Commission,  not  later  than  March 
1 ,  before  the  beginning  of  each  fiscal  year  (begin- 
ning with  fiscal  year  1989),  shall  report  its  recom- 
mendations to  the  Secretary  on  an  appropriate 
change  factor  which  should  be  used  for  inpatient 
hospital  services  for  discharges  in  that  fiscal  year. 

(B)  The  Secretary,  not  later  than  April  1, 

1987,  for  fiscal  year  1988  and  not  later  than  March 
1  before  the  beginning  of  each  fiscal  year  (begin- 
ning with  fiscal  year  1989),  shall  report  to  the 
Congress  the  Secretary's  initial  estimate  of  the 
percentage  change  that  the  Secretary  will  recom- 
mend under  paragraph  (4)  with  respect  to  that 
fiscal  year. 

(4)  Taking  into  consideration  the  recommenda- 
tions of  the  Commission,  the  Secretary  shall  rec- 
ommend for  each  fiscal  year  (beginning  with  fiscal 
year  1988)  an  appropriate  change  factor  for  inpa- 
tient hospital  services  for  discharges  in  that  year 
which  will  take  into  account  amounts  necessary  for 
the  efficient  and  effective  delivery  of  medically 
appropriate  and  necessary  care  of  high  quality.  The 
appropriate  change  factor  may  be  different  for  all 
large  urban  subsection  (d)  hospitals,  other  urban 
subsection  (d)  hospitals,  urban  subsection  (d) 
Puerto  Rico  hospitals,  rural  subsection  (d)  hospi- 
tals, and  rural  subsection  (d)  Puerto  Rico  hospi- 
tals, and  all  other  hospitals  and  units  not  paid 
under  subsection  (d),  and  may  vary  among  such 
other  hospitals  and  units. 

(5)  The  Secretary  shall  cause  to  have  published 
in  the  Federal  Register,  not  later  than: 

(A)  May  1  before  each  fiscal  year  (beginning 
with  fiscal  year  1986),  the  Secretary's  proposed 
recommendation  under  paragraph  (4)  for  that 
fiscal  year  for  public  comment,  and 
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(B)  September  1  before  such  fiscal  year  after 
such  consideration  of  public  comment  on  the 
proposal  as  is  feasible  in  the  time  available,  the 
Secretary's  final  recommendation  under  such 
paragraph  for  that  year. 

The  Secretary  shall  include  in  the  publication 
referred  to  in  subparagraph  (A)  for  a  fiscal  year  the 
report  of  the  Commission's  recommendations  sub- 
mitted under  paragraph  (3)  for  that  fiscal  year. 

(6)(A)  The  Commission  shall  consist  of  17  indi- 
viduals. Members  of  the  Commission  shall  first  be 
appointed  no  later  than  April  1,  1984,  for  a  term  of 
three  years,  except  that  the  Director  may  provide 
initially  for  such  shorter  terms  as  will  insure  that 
(on  a  continuing  basis)  the  terms  of  no  more  than 
seven  members  expire  in  any  one  year. 

(B)  The  membership  of  the  Commission  shall 
include  individuals  with  national  recognition  for 
their  expertise  in  health  economics,  hospital  reim- 
bursement, hospital  financial  management,  and 
other  related  fields,  who  provide  a  mix  of  different 
professionals,  broad  geographic  representation,  and 
a  balance  between  urban  and  rural  representatives, 
including  physicians  and  registered  professional 
nurses,  employers,  third  party  payors,  individuals 
skilled  in  the  conduct  and  interpretation  of  bio- 
medical, health  services,  and  health  economics 
research,  and  individuals  having  expertise  in  the 
research  and  development  of  technological  and 
scientific  advances  in  health  care. 

(C)  Subject  to  such  review  as  the  Office 
deems  necessary  to  assure  the  efficient  administra- 
tion of  the  Commission,  the  Commission  may: 

(i)  employ  and  fix  the  compensation  of  an 
Executive  Director  (subject  to  the  approval  of 
the  Director  of  the  Office)  and  such  other  per- 
sonnel (not  to  exceed  25)  as  may  be  necessary  to 
carry  out  its  duties  (without  regard  to  the  provis- 
ions of  title  5,  United  States  Code,  governing 
appointments  in  the  competitive  service); 

(ii)  seek  such  assistance  and  support  as 
may  be  required  in  the  performance  of  its  duties 
from  appropriate  Federal  departments  and  agen- 
cies; 

(iii)  enter  into  contracts  or  make  other  ar- 
rangements, as  may  be  necessary  for  the  conduct 


of  the  work  of  the  Commission  (without  regard 
to  section  3709  of  the  Revised  Statutes  (41 
U.S.C.  5)); 

(iv)  make  advance,  progress,  and  other  pay- 
ments which  relate  to  the  work  of  the  Commis- 
sion; 

(v)  provide  transportation  and  subsistence 
for  persons  serving  without  compensation;  and 

(vi)  prescribe  such  rules  and  regulations  as 
it  deems  necessary  with  respect  to  the  internal 
organization  and  operation  of  the  Commission. 

Section  10(a)(1)  of  the  Federal  Advisory  Com- 
mittee Act  shall  not  apply  to  any  portion  of  a 
Commission  meeting  if  the  Commission,  by  ma- 
jority vote,  determines  that  such  portion  of  such 
meeting  should  be  closed. 

(D)  While  serving  on  the  business  of  the  Com- 
mission (including  travel-time),  a  member  of  the 
Commission  shall  be  entitled  to  compensation  at 
the  per  diem  equivalent  of  the  rate  provided  for 
level  IV  of  the  Executive  Schedule  under  section 
5315  of  title  5,  United  States  Code;  and  while  so 
serving  away  from  home  and  his  regular  place  of 
business,  a  member  may  be  allowed  travel  ex- 
penses, as  authorized  by  the  Chairman  of  the 
Commission.  Physicians  serving  as  personnel  of 
the  Commission  may  be  provided  a  physician  com- 
parability allowance  by  the  Commission  in  the 
same  manner  as  Government  physicians  may  be 
provided  such  an  allowance  by  an  agency  under 
section  5948  of  title  5,  United  States  Code,  and  for 
such  purpose  subsection  (i)  of  such  section  shall 
apply  to  the  Commission  in  the  same  manner  as  it 
applies  to  the  Tennessee  Valley  Authority. 

(E)  In  order  to  identify  medically  appropriate 
patterns  of  health  resources  use  in  accordance  with 
paragraph  (2),  the  Commission  shall  collect  and 
assess  information  on  medical  and  surgical  proce- 
dures and  services,  including  information  on  re- 
gional variations  of  medical  practice  and  lengths  of 
hospitalization  and  on  other  patient-care  data,  giv- 
ing special  attention  to  treatment  patterns  for  con- 
ditions which  appear  to  involve  excessively  costly 
or  inappropriate  services  not  adding  to  the  quality 
of  care  provided.  In  order  to  assess  the  safety, 
efficacy,  and  cost-effectiveness  of  new  and  exist- 
ing medical  and  surgical  procedures,  the 
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Commission  shall,  in  coordination  to  the  extent 
possible  with  the  Secretary,  collect  and  assess 
factual  information,  giving  special  attention  to  the 
needs  of  updating  existing  diagnosis-related  groups, 
establishing  new  diagnosis-related  groups,  and 
making  recommendations  on  relative  weighting  fac- 
tors for  such  groups  to  reflect  appropriate  differ- 
ences in  resource  consumption  in  delivering  safe, 
efficacious,  and  cost-effective  care.  In  collecting 
and  assessing  information,  the  Commission  shall: 

(i)  utilize  existing  information,  both  pub- 
lished and  unpublished,  where  possible,  col- 
lected and  assessed  either  by  its  own  staff  or 
under  other  arrangements  made  in  accordance 
with  this  paragraph; 

(ii)  carry  out,  award  grants  or  contracts  for, 
original  research  and  experimentation,  including 
clinical  research,  where  existing  information  is 
inadequate  for  the  development  of  useful  and 
valid  guidelines  by  the  Commission;  and 

(iii)  adopt  procedures  allowing  any  inter- 
ested party  to  submit  information  with  respect  to 
medical  and  surgical  procedures  and  services 
(including  new  practices,  such  as  the  use  of  new 
technologies  and  treatment  modalities),  which 
information  the  Commission  shall  consider  in 
making  reports  and  recommendations  to  the  Sec- 
retary and  Congress. 

(F)  The  Commission  shall  have  access  to  such 
relevant  information  and  data  as  may  be  available 
from  appropriate  Federal  agencies  and  shall  assure 
that  its  activities,  especially  the  conduct  of  original 
research  and  medical  studies,  are  coordinated  with 
the  activities  of  Federal  agencies. 

(G)  (i)  The  Office  shall  report  annually  to  the 
Congress  on  the  functioning  and  progress  of  the 
Commission  and  on  the  status  of  the  assessment  of 
medical  procedures  and  services  by  the  Commis- 
sion. 

(ii)  The  Office  shall  have  unrestricted  access 
to  all  deliberations,  records,  and  data  of  the  Com- 
mission, immediately  upon  its  request. 

(iii)  In  order  to  carry  out  its  duties  under  this 
paragraph,  the  Office  is  authorized  to  expend  rea- 
sonable and  necessary  funds  as  mutually  agreed 
upon  by  the  Office  and  the  Commission.  The 


Office  shall  be  reimbursed  for  such  funds  by  the 
Commission  from  the  appropriations  made  with 
respect  to  the  Commission. 

(H)  The  Commission  shall  be  subject  to  peri- 
odic audit  by  the  General  Accounting  Office. 

(I)  (i)  There  are  authorized  to  be  appropriated 
such  sums  as  may  be  necessary  to  carry  out  the 
provision  of  this  paragraph. 

(ii)  Eighty-five  percent  of  such  appropriation 
shall  be  payable  from  the  Federal  Hospital  Insur- 
ance Trust  Fund,  and  15  percent  of  such  appropria- 
tion shall  be  payable  from  the  Federal  Supplemen- 
tary Medical  Insurance  Trust  Fund. 

(J)  The  Commission  shall  submit  requests  for 
appropriations  in  the  same  manner  as  the  Office 
submits  requests  for  appropriations,  but  amounts 
appropriated  for  the  Commission  shall  be  separate 
from  amounts  appropriated  for  the  Office. 

Section  1862(a)  of  the  Social  Security  Act 

(a)  Notwithstanding  any  other  provision  of  this 
title,  no  payment  may  be  made  under  part  A  or 
part  B  for  any  expenses  incurred  for  items  or 
services: 

(1)(A)  which,  except  for  items  and  services 
described  in  subparagraph  (B),  (C),  or  (D),  are 
not  reasonable  and  necessary  for  the  diagnosis 
or  treatment  of  illness  or  injury  or  to  improve 
the  functioning  of  a  malformed  body  member, 

(B)  in  the  case  of  items  and  services  de- 
scribed in  section  1861(s)(  10),  which  are  not 
reasonable  and  necessary  for  the  prevention  of 
illness, 

(C)  in  the  case  of  hospice  care,  which  are 
not  reasonable  and  necessary  for  the  palliation 
or  management  of  terminal  illness, 

(D)  in  the  case  of  clinical  care  items  and 
services  provided  with  the  concurrence  of  the 
Secretary  and  with  respect  to  research  and  ex- 
perimentation conducted  by,  or  under  contract 
with,  the  Prospective  Payment  Assessment  Com- 
mission or  the  Secretary,  which  are  not  reason- 
able and  necessary  to  carry  out  the  purposes  of 
section  1886(e)(6),.  .  . 
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Section  1135(d)  of  the  Social  Security  Act 

(1)  The  Secretary  shall  develop  a  fully  prospec- 
tive payment  system  for  ambulatory  surgical  proce- 
dures performed  on  patients  in  hospitals  on  an 
outpatient  basis. 

(2)  The  system  shall,  to  the  extent  practicable, 
provide  for  an  inclusive  payment  rate  for  ambula- 
tory surgical  procedures,  performed  on  patients  in 
hospitals  on  an  outpatient  basis,  which  rate  encom- 
passes payment  for  facility  services  and  all  medical 
and  other  health  services,  other  than  physicians' 
services,  commonly  furnished  in  connection  with 
such  procedures. 

(3)  The  system  shall  provide  for  appropriate 
payment  rates  with  respect  to  such  procedures.  In 
establishing  such  rates,  the  Secretary  shall  con- 
sider whether  a  differential  payment  rate  is  appro- 
priate for  specialty  hospitals. 

(4)  Such  rates  shall  take  into  account  at  least  the 
following  considerations: 

(A)  The  costs  of  hospitals  providing  ambula- 
tory surgical  procedures. 

(B)  The  costs  under  this  title  for  payment  for 
such  procedures  performed  in  ambulatory  surgi- 
cal centers. 

(C)  The  extent  to  which  any  differences  in 
such  costs  are  justifiable. 

(5)  The  Secretary  shall  report  to  Congress- 

(A)  an  interim  report  on  the  development  of 
the  system  by  April  1,  1988,  and 

(B)  a  final  report  on  such  system  by  April  1 , 
1989. 

The  report  under  subparagraph  (B)  shall  include 
recommendations  concerning  the  implementation 
of  the  payment  system  for  ambulatory  surgical 
procedures  performed  on  or  after  October  1,  1989. 

(6)  (A)  The  Secretary  shall  develop  a  model  sys- 
tem for  the  payment  for  outpatient  hospital  services 
other  than  ambulatory  surgery. 


(B)  The  Secretary  shall  submit  a  report  to 
Congress  on  the  model  payment  system  under 
subparagraph  (A)  by  January  1,  1991. 

(7)  The  Secretary  shall  solicit  the  views  of  the 
Prospective  Payment  Assessment  Commission  in 
developing  the  systems  under  paragraphs  (1)  and 
(6),  and  shall  include  in  the  Secretary's  reports 
under  this  subsection  any  views  the  Commission 
may  submit  with  respect  to  such  systems. 

H.R.  Rep.  No.  911,  98th  Cong.,  2d  Sess. 
140  (1984) 

(Report  of  the  Committee  on  Appropriations, 
Pub.  L.  98-619) 

The  Committee  believes  that  the  role  of  the 
Commission  is  that  of  a  highly  knowledgeable 
independent  panel  to  advise  the  executive  and 
legislative  branches  on  the  Medicare  reimburse- 
ment system.  While  this  advice  includes  rate  set- 
ting and  technology  assessment,  the  Committee 
believes  that  the  primary  role  of  the  Commission 
lies  in  a  broader  evaluation  of  the  impact  of  Public 
Law  98-21  on  the  American  health  care  system. 
The  Committee  therefore  directs  that  the  Commis- 
sion submit  an  annual  report  to  the  Congress 
which  expresses  its  view  on  these  issues. 

Section  9114  of  the  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1985,  Pub.  L. 
99-272 

(a)  Disclosure  of  Information-The  Secretary 
of  Health  and  Human  Services  shall  make  available 
to  the  Prospective  Payment  Assessment  Commis- 
sion, the  Congressional  Budget  Office,  the  Comp- 
troller General,  and  the  Congressional  Research 
Service  the  most  current  information  on  the  pay- 
ments being  made  under  section  1886  of  the  Social 
Security  Act  to  individual  hospitals.  Such  informa- 
tion shall  be  made  available  in  a  manner  that 
permits  examination  of  the  impact  of  such  section 
on  hospitals. 

(b)  Confidentiality-Information  disclosed  under 
subsection  (a)  shall  be  treated  as  confidential  and 
shall  not  be  subject  to  further  disclosure  in  a 
manner  that  permits  the  identification  of  individual 
hospitals. 
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H.R.  Rep.  99-289,  99th  Congress,  1st  Sess. 
156  (1985) 

(Report  of  the  Committee  on  Appropriations, 
Pub.  L.  99-591) 

The  Commission  is  assigned  a  broad  range  of 
duties  under  the  law,  including  advice  on  the 
annual  update  of  the  DRG  payment  levels,  advice 
on  restructuring  individual  DRG's  based  on  new 
procedures  or  technologies  and  general  advice  on 
the  impact  of  the  new  reimbursement  system  on 
the  cost,  quality  and  effectiveness  of  the  Medicare 
system  in  particular  and  the  American  health  care 
system  in  general.  .  .  .  The  Committee  expects  the 
Commission  to  more  formally  organize  its  research 
program  and  to  include  in  its  FY  1988  budget 
request  a  formal  research  plan  which  reviews  FY 
1985  and  1986  work  and  lays  out  an  agenda  for  FY 
1987  and  1988.  .  .  .  The  Committee  encourages 
the  Commission  to  implement  procedures  to  assure 
a  broad  range  of  viewpoints  and  information. 

Section  4006(c)  of  Pub.  L.  100-203, 
Omnibus  Budget  Reconciliation  Act  of  1987 

The  Prospective  Payment  Assessment  Commis- 
sion shall  study  and  report  to  the  Committee  on 
Ways  and  Means  of  the  House  of  Representatives 
and  the  Committee  on  Finance  of  the  Senate,  by 
not  later  than  May  I,  1988,  on  the  suitability  and 
feasibility  of  linking  payment  for  capital-related 
costs  under  part  A  of  title  XVIII  to  hospital  occu- 
pancy rates. 

Section  4008  of  Pub.  L.  100-203,  Omnibus 
Budget  Reconciliation  Act  of  1987 

(1)  Increase  in  Outlier  Payments  for  Burn  Cen- 
ter DRGs- 

(A)  In  general-For  discharges  classified  in 
diagnosis-related  groups  relating  to  burn  cases 
and  occurring  on  or  after  April  1,  1988,  and 
before  October  1,  1989,  the  marginal  costs  of 
care  permitted  by  the  Secretary  of  Health  and 
Human  Services  under  section  1886(d)(5)(A) 
(iii)  of  the  Social  Security  Act  shall  be  90 
percent  of  the  appropriate  per  diem  cost  of 
care  or  90  percent  of  the  costs  for  cost 
outliers. 


(2)  Limitation  on  Changes  in  Outlier  Regula- 
tions- 

(B)  ProPAC  Report-The  chairman  of  the 
Prospective  Payment  Assessment  Commission 
shall  report  to  the  Congress  and  the  Secretary 
of  Health  and  Human  Services,  by  not  later 
than  June  1,  1988,  on  the  method  of  payment 
for  outlier  cases  under  such  section  and  pro- 
viding more  adequate  and  appropriate  pay- 
ments with  respect  to  burn  outlier  cases. 

Section  4009(h)(1)  of  Pub.  L.  100-203, 
Omnibus  Budget  Reconciliation  Act  of  1987 

The  Prospective  Payment  Assessment  Commis- 
sion shall  evaluate  the  study  conducted  by  the 
Secretary  of  Health  and  Human  Services  pursuant 
to  section  603(a)(2)(C)(i)  of  the  Social  Security 
Amendments  of  1983  (relating  to  the  feasibility, 
impact,  and  desirability  of  eliminating  or  phasing 
out  separate  urban  and  rural  DRG  prospective 
payment  rates)  and  report  its  conclusions  to  the 
Congress  not  later  than  March  1,  1988. 

Section  4009(h)(2)  of  Pub.  L.  100-203, 
Omnibus  Budget  Reconciliation  Act  of  1987 

The  Prospective  Payment  Assessment  Commis- 
sion shall  evaluate  the  desirability  of  maintaining 
separate  DRG  prospective  payment  rates  for  hospi- 
tals located  in  large  urban  areas  (as  defined  in 
section  1886(d)(2)(D)  of  the  Social  Security  Act) 
and  in  other  urban  areas,  and  shall  report  to 
Congress  on  such  evaluation  not  later  than  January 
1,  1989. 

Section  4009(h)(3)  of  Pub.  L.  100-203, 
Omnibus  Budget  Reconciliation  Act  of  1987 

The  Prospective  Payment  Assessment  Commis- 
sion shall  perform  an  analysis  to  determine  the 
feasibility  and  appropriateness  of  adjusting  the 
non-wage-related  portion  of  the  adjusted  standard- 
ized amounts  under  section  1886(d)(3)  of  the  So- 
cial Security  Act  based  on  area  differences  in 
hospitals'  costs  (other  than  wage-related  costs)  and 
input  prices.  The  Commission  shall  report  to  the 
Congress  on  such  analysis  by  not  later  than  Octo- 
ber 1,  1989. 
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PROSPECTIVE  PAYMENT  TERMS 

The  following  terms  are  frequently  referenced  in 
discussions  concerning  the  Medicare  prospective 
payment  system  (PPS).  ProPAC  has  developed 
many  of  the  definitions  consistent  with  its  use  of 
the  terms  in  Commission  documents.  Other  defini- 
tions are  from  42  Code  of  Federal  Regulations 
(CFR),  as  amended  October  1987;  the  Federal 
Register  (FR);  various  Health  Care  Financing 
Administration  (HCFA)  publications;  and  other 
sources. 

Alternative  Case-Mix  Measurement  Systems — 

Patient  classification  systems  other  than  the  DRGs, 
which  can  be  used  to  measure  hospital  case  mix. 
Some  patient  classification  systems  assign  cases  to 
categories  based  on  data  currently  available  from 
the  medical  record  discharge  abstract.  Other  sys- 
tems use  additional  data  to  classify  patients. 
(ProPAC) 

Assignment  Criteria — The  rules  that  determine 
how  patients  are  classified  into  categories  within  a 
particular  patient  classification  system.  These  cri- 
teria determine  the  selection  of  relevant  classifica- 
tion variables  and  the  method  for  combining  these 
variables  into  patient  categories.  (ProPAC,  revised) 

Budget  Neutrality — The  legislative  requirement 
that  Medicare  payment  for  total  inpatient  operating 
costs  to  hospitals  under  the  prospective  payment 
system  during  fiscal  years  1984  and  1985  should 
be  neither  more  nor  less  than  the  estimate  of  what 
would  have  been  paid  under  the  law  in  effect  (the 
Tax  Equity  and  Fiscal  Responsibility  Act)  prior  to 
enactment  of  prospective  payment.  More  generally, 
budget  neutrality  can  refer  to  a  requirement  that 
changes  in  the  PPS  payment  policy  not  affect  total 
PPS  spending.  (ProPAC) 

Capital — Medicare  capital  payments  generally 
relate  to  tangible  fixed  assets  of  a  hospital,  such  as 
plant  and  equipment,  which  are  of  a  relatively 
permanent  nature  and  are  intended  for  use  in  future 
periods.  Most  Medicare  capital  payments  are  for 
depreciation  and  interest.  (ProPAC,  revised) 

Case  Complexity  (Patient  Complexity) — A 

measure  of  the  mix  of  patient  types  and  their 
resource  use  within  a  particular  patient  category. 
(ProPAC) 


Case  Mix — The  mix  of  patient  types  treated 
within  a  particular  institutional  setting,  such  as  the 
hospital.  Patient  classification  systems,  such  as  the 
DRG  system,  can  be  used  to  measure  hospital  case 
mix.  As  a  result,  patient  classification  systems  are 
also  known  as  case-mix  measures  or  case-mix 
systems.  (ProPAC,  revised) 

Case-Mix  Index  (DRG  Case-Mix  Index)— A 

measure  of  the  costliness  of  cases  treated  by  a 
hospital  relative  to  the  cost  of  the  national  average 
of  all  Medicare  hospital  cases,  using  diagnosis- 
related  group  (DRG)  weights  as  a  measure  of 
relative  costliness  of  cases.  (HCFA) 

Charge — The  amount  of  money  asked  for  by  a 
seller  in  return  for  a  product  or  a  service.  A 
hospital's  charge  is  equivalent  to  its  list  price  for  a 
service.  Medicare,  Medicaid,  most  Blue  Cross 
plans,  and  some  other  payers,  however,  do  not  pay 
charges  for  inpatient  hospital  services.  Thus,  the 
charge  is  not  the  price  from  Medicare's  or  cer- 
tain other  payers'  perspectives.  (ProPAC,  revised) 

Children's  Hospital — A  children's  hospital 
must  have  a  [Medicare]  provider  agreement  and 
be  engaged  in  furnishing  services  to  inpatients  who 
are  predominantly  individuals  under  the  age  of  18. 
(42  CFR  sec.  412.23  [d]) 

Claim — A  request  to  a  third-party  payer  (e.g., 
private  insurer,  government  payment  program,  or 
employer  payment  program)  by  a  person  covered 
by  the  third-party  program  or  an  assignee  (usually 
a  provider  of  service)  for  payment  of  benefits 
covered  by  the  third  party.  (ProPAC) 

Classification — The  act  or  process  of  systemati- 
cally arranging  in  groups  or  categories  according 
to  established  criteria.  Under  PPS,  patients  are 
classified  into  disease  categories  using  the  ICD-9- 
CM  classification  system  and  then  further  grouped 
into  diagnosis-related  groups.  (ProPAC) 

Comorbidity — For  the  purposes  of  PPS,  a  pre- 
existing condition  that  will,  in  the  opinion  of 
clinical  experts,  increase  length  of  stay  by  at  least 
one  day  in  approximately  75  percent  of  cases  with 
a  specific  diagnosis.  HCFA  has  defined  a  set  of 
conditions  that  are  considered  comorbidities. 
(ProPAC,  revised) 
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Complication — For  the  purposes  of  PPS,  a  con- 
dition that  arises  during  the  hospital  stay  which,  in 
the  opinion  of  clinical  experts,  prolongs  length  of 
stay  by  at  least  one  day  in  approximately  75 
percent  of  cases.  HCFA  has  defined  a  list  of 
conditions  that  are  considered  complications. 
(ProPAC,  revised) 

Cost — The  cost  to  the  buyer  is  the  amount  of 
money  or  price  paid  by  the  buyer  to  acquire  a  good 
or  service.  The  cost  to  the  seller  is  the  amount  of 
money  or  price  paid  by  the  seller  for  the  inputs 
used  to  produce  a  service  or  good.  (ProPAC) 

Cost  Allocation — The  process  of  assigning  over- 
head costs  (or  general  service  cost  centers)  to 
revenue-producing  cost  centers.  These  overhead 
costs  are  allocated  through  a  process  referred  to  as 
"step  down."  In  the  step-down  process  the  costs  of 
each  overhead  department  are  allocated  to  other 
departments  until  all  costs  are  assigned  to  a 
revenue-producing  center.  (ProPAC) 

Cost  Apportionment — The  process  of  distribut- 
ing all  costs  between  Medicare  and  other  payers. 
Costs  are  apportioned  by  ancillary  department  us- 
ing the  ratio  of  costs  to  charges  applied  to  gross 
Medicare  charges  (RCCAC).  (ProPAC) 

Cost-Based  Reimbursement — A  method  of 
paying  for  services  based  on  the  costs  incurred  by  a 
provider  to  furnish  those  services.  (ProPAC,  revised) 

Diagnosis-Related  Groups  (DRGs) — A  system 
for  determining  case  mix.  Originally  developed  by 
researchers  at  Yale  University,  the  DRG  system 
classifies  patients  into  groups  based  on  the  Inter- 
national Classification  of  Diseases,  the  presence 
of  a  surgical  procedure,  patient  age,  presence  or 
absence  of  significant  comorbidities  or  complica- 
tions, and  other  relevant  criteria.  The  DRGs  at- 
tempt to  categorize  patients  into  clinically  coherent 
and  homogeneous  groups  with  respect  to  resource 
use.  PPS  currently  uses  475  mutually  exclusive 
DRGs  to  classify  patients  and  determine  case  mix. 
DRG  468  represents  cases  in  which  the  principal 
procedure  is  unrelated  to  the  valid  principal  diag- 
nosis. In  addition,  DRG  codes  469  and  470  may  be 
assigned  if  the  fiscal  intermediary  finds  certain 
errors  in  bills  submitted  by  hospitals. 
(ProPAC,  revised) 


Diagnosis-Related  Group  Weight — A  number 
intended  to  reflect  the  relative  resource  use  associ- 
ated with  each  DRG.  That  is,  each  DRG  weight 
reflects,  across  all  hospitals,  the  average  cost  of 
treating  cases  classified  in  that  DRG  compared 
with  the  average  cost  for  all  DRGs.  For  fiscal  year 
1988,  the  DRG  weights  range  from  .1309  for  DRG 
382  (false  labor)  to  11.9225  for  DRG  103  (heart 
transplant).  (ProPAC,  revised) 

Discharge — A  hospital  inpatient  is  considered 
discharged  when:  (1)  the  patient  is  formally  re- 
leased from  the  hospital  (except  when  transferred 
to  another  hospital  under  the  prospective  payment 
system — see  Transfer);  (2)  the  patient  dies  in  the 
hospital;  or  (3)  the  patient  is  transferred  to  a 
hospital  or  unit  that  is  excluded  from  the  prospec- 
tive payment  system.  (42  CFR  sec.  412  [a]) 

Discretionary  Adjustment  Factor  (DAF) — The 

quantitative  expression  of  the  Commission's  judg- 
ment regarding  the  rate  at  which  the  Medicare 
standardized  amounts  should  increase  or  decrease 
beyond  inflation.  This  judgment  reflects  considera- 
tions outlined  in  the  statute  as  well  as  other  factors 
the  Commission  regards  as  important.  The  Com- 
mission's fiscal  year  1989  DAF  recommendation 
for  PPS  hospitals  includes  four  components:  (1) 
scientific  and  technological  advancement,  (2)  hos- 
pital productivity  change,  (3)  site-of-care  substitu- 
tion, and  (4)  real  case-mix  change.  The  Commis- 
sion does  not  attribute  a  high  degree  of  precision 
to  its  estimates  of  the  individual  components. 
(ProPAC,  revised) 

Encoder — A  computer  program  used  to  deter- 
mine the  appropriate  ICD-9-CM  code  assignment 
for  diagnoses  and  procedures.  (ProPAC) 

Excluded  Hospitals  and  Units — Children's, 
long-term  care  (average  length  of  stay  more  than 
25  days),  rehabilitation,  and  psychiatric  hospitals 
are  specifically  excluded  from  the  prospective  pay- 
ment system.  Rehabilitation  or  psychiatric  "distinct 
part"  subunits  of  acute  care  hospitals  are  exempted 
if  they  meet  certain  criteria  as  specified  by  the 
Secretary.  Hospitals  located  in  U.S.  Territories 
(except  Puerto  Rico),  Federal  hospitals,  and  Chris- 
tian Science  sanatoria  are  also  exempted.  Cancer 
treatment  and  research  facilities  may  receive  an 
exemption  if  they  meet  criteria  established  by  the 
Secretary.  Excluded  hospitals  remain  under 


81 


cost-based  reimbursement,  subject  to  the  TEFRA 
target  rate  of  increase  limits.  (42  CFR  412.23  and 
412.25) 

Exempt  Hospitals  and  Units — See  Excluded 
Hospitals  and  Units. 

Expenditure — The  amount  of  money  paid  for  a 
good  or  service  during  a  specified  time  period.  The 
actual  service  or  good  could  have  been  acquired  or 
used  prior,  during,  or  subsequent  to  the  period  in 
which  the  money  is  paid.  (ProPAC) 

Federal  Prospective  Payment  Amount — The 

portion  of  the  total  prospective  payment  rate  de- 
rived from  national  and  regional  standardized  pro- 
spective payment  amounts.  During  the  transition 
period  of  Medicare's  prospective  payment  system, 
hospitals  are  paid  at  a  rate  that  blends  the  Federal 
and  hospital-specific  portion  (see  Hospital-Specific 
Portion  or  Payment  Amount).  After  the  transition 
period,  the  payment  rate  is  based  entirely  on  the 
Federal  standardized  payment  amount.  From  April 
1,  1988  through  September  30,  1990,  the  Federal 
rate  will  be  based  on  the  national  average  standard- 
ized amount,  or  a  blend  of  85  percent  national  and 
15  percent  regional  amounts,  whichever  is  higher. 
(ProPAC,  revised) 

Grouper — This  is  a  computer  program  used  in 
PPS  by  the  intermediary  to  assign  discharges  to  the 
appropriate  DRG  as  well  as  to  determine  hospital 
payment.  The  program  uses  information  abstracted 
from  the  inpatient  medical  record.  Hospitals  use 
the  computer  program  for  internal  administrative 
purposes.  (ProPAC,  revised) 

Heterogeneity — The  degree  of  dissimilarity 
among  cases  within  a  patient  category.  Clinical 
heterogeneity  indicates  that  patients  have  diagnoses 
or  conditions  which  are  not  clinically  related. 
Resource-use  heterogeneity  indicates  that  patients 
are  treated  using  different  amounts  of  resources 
(see  Homogeneity).  (ProPAC,  revised) 

Hospital  Cost  Report  Information  System 
(HCRIS) — Data  set  containing  Medicare  cost  re- 
port data,  as  sent  to  HCFA  from  the  fiscal  interme- 
diaries. An  edited  version  of  HCRIS  is  used  by 
ProPAC  in  its  analyses.  (ProPAC,  revised) 

Homogeneity — The  degree  of  similarity  among 
cases  within  a  patient  category.  Homogeneity  is  an 


important  criterion  for  developing  and  evaluating 
patient  classification  systems  like  the  DRG  system. 
Clinical  homogeneity  indicates  that  patients  have 
similar  diagnoses  or  conditions.  Resource-use 
homogeneity  indicates  that  patient  treatments  involve 
a  similar  amount  of  resources.  (ProPAC,  revised) 

Hospital  Market  Basket — The  set  of  goods  and 
services  purchased  by  hospitals.  (ProPAC) 

Hospital  Market  Basket  (Input  Price)  Index — 

A  hospital  market  basket  index  is  constructed  by: 
(1)  specifying  the  inputs  that  hospitals  purchase 
and  combining  inputs  into  components,  (2)  deter- 
mining a  weight  for  each  component  that  repre- 
sents its  share  of  total  hospital  expenses,  and  (3) 
identifying  measures  of  price  changes  for  each 
component.  The  overall  change  in  the  price  of  the 
market  basket  is  computed  by  multiplying  each 
component's  price  change  by  its  weight  to  arrive  at 
a  product  for  each.  All  products  are  then  added. 
(ProPAC,  revised) 

Hospital-Specific  Portion  or  Payment  Amount 

— During  the  transition  period  of  the  prospective 
payment  system,  the  portion  of  the  Medicare  pro- 
spective payment  rate  that  is  derived  from  each 
hospital's  own  cost  experience.  (ProPAC,  revised) 

Intermediary  (Fiscal  Intermediary) — An  en- 
tity that  has  a  contract  with  HCFA  to  determine 
and  make  Medicare  payments  for  Part  A  or  Part  B 
benefits.  The  fiscal  intermediary  performs  other 
related  functions  like  auditing  and  resolving  cost 
disputes.  (ProPAC,  revised) 

International  Classification  of  Diseases,  Ninth 
Revision,  Clinical  Modification  (ICD-9-CM)— A 

system  for  classifying  diseases  and  procedures  to 
facilitate  collection  of  uniform  and  comparable 
health  information.  This  system  is  the  basis  for 
grouping  patients  into  DRGs.  The  disease  classifi- 
cation is  revised  every  ten  years,  and  the  ICD-9  is 
the  ninth  version.  (HCFA) 

Long-Term  Care  Hospital — A  long-term  care 
hospital  must  have  a  Medicare  provider  agreement 
and  an  average  inpatient  length  of  stay  exceeding 
25  days.  (42  CFR  sec.  412.23  [e]) 

Major  Diagnostic  Category  (MDC) — Within 
the  DRG  classification  system,  there  are  23  MDCs 
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based  on  body  system  involvement  and  disease 
etiology.  All  DRGs  except  468  through  470  fit  into 
one  of  the  23  MDCs.  (ProPAC,  revised) 

Market  Basket — See  Hospital  Market  Basket. 

Medical  Technology — The  drugs,  devices,  and 
medical  and  surgical  procedures  used  in  medical 
care,  and  the  organizational  and  supportive  systems 
within  which  such  care  is  provided.  (OTA) 

Medicare  Cost  Report  (MCR) — An  annual  re- 
port required  of  all  institutions  participating  in  the 
Medicare  program  that  is  used  to  identify  Medi- 
care-reimbursable costs.  The  costs  are  defined  and 
reported  following  specific  guidelines  established 
by  the  Medicare  program.  The  1981  MCRs  were 
used  to  develop  both  the  Federal  standardized 
amounts  and  the  original  DRG  weights. 
(ProPAC,  revised) 

Medicare  Provider  Analysis  and  Review  File 
(MEDPAR  File)— A  HCFA  data  file  that  contains 
billed  charge  data  and  clinical  characteristics,  such 
as  principal  diagnosis  and  principal  procedures,  for 
Medicare  discharges  during  a  fiscal  year.  Before 
1984,  the  MEDPAR  file  contained  only  a  20  per- 
cent sample  of  inpatient  bills  submitted  by  hospi- 
tals. Since  1985,  the  MEDPAR  file  has  included 
bills  on  all  Medicare  inpatient  discharges.  For 
1984,  the  comparable  file  is  called  the  PATBILL 
file.  (ProPAC,  revised) 

Morbidity — A  diseased  state;  often  used  in  the 
context  of  a  "morbidity  rate,"  i.e.,  the  rate  of 
disease  or  proportion  of  diseased  persons  in  a 
population.  In  common  clinical  usage,  any  disease 
state,  including  diagnoses  and  complications,  is 
referred  to  as  morbidity.  (ProPAC,  revised) 

Non-Physician  Services — All  services  furnished 
inpatients  that  do  not  meet  criteria  of  physicians 
services  as  set  forth  in  42  CFR  405.550  (b). 
Non-physician  services  include,  for  example,  ser- 
vices of  a  physical  therapist  or  radiology  techni- 
cian. (49  FR  290  and  42  CFR  405.310  [m]) 

Normalization — A  step  in  the  recalibration  or 
reweighting  process  in  which  an  adjustment  factor 
is  applied  to  the  DRG  weights  so  that  the  average 
weight  of  all  PPS  discharges  is  the  same  after 
recalibration  or  reweighting  as  it  was  before. 
(ProPAC,  revised) 


Outliers — These  are  cases  with  extremely  long 
lengths  of  stay  (day  outliers)  or  extraordinarily 
high  costs  (cost  outliers)  when  compared  to  other 
discharges  classified  in  the  same  DRG.  (52  FR 
33047  [1987]) 

Patient  Bill  File  (PATBILL)— A  HCFA  data 
file  that  contains  billed  charge  data  and  clinical 
characteristics,  such  as  principal  diagnosis  and 
principal  procedures,  for  all  1984  Medicare  inpa- 
tient hospital  bills.  The  equivalent  file  in  subse- 
quent years  is  called  the  MEDPAR  file. 
(ProPAC,  revised) 

Patient  Categories — The  groups  to  which  cases 
are  assigned  within  a  particular  patient  classifica- 
tion system.  Patient  categories  are  typically  de- 
signed to  be  both  understandable  to  the  medical 
community  and  homogeneous  with  respect  to  re- 
source use.  (ProPAC) 

Patient  Classification  System — A  set  of  patient 
categories,  along  with  the  criteria  for  assigning 
cases  to  those  categories.  Patient  classification  sys- 
tems can  be  used  to  measure  hospital  case  mix. 
(ProPAC,  revised) 

Payment — The  generic  term  for  various  types  of 
monetary  compensation  for  services  received  or 
goods  acquired.  Payment  can  be  made  before  or 
after  services  are  received  or  goods  are  acquired. 
(ProPAC) 

Peer  Review  Organizations  (PROs) — Successor 
organizations  to  Professional  Standards  Review  Or- 
ganizations (PSROs),  which  perform  medical  peer 
review  of  Medicare  claims.  Among  the  areas  re- 
viewed are:  validity  of  hospital  diagnosis  and  pro- 
cedure information;  completeness,  adequacy,  and 
quality  of  care;  appropriateness  of  admission  and 
discharge;  and  appropriateness  of  PPS  outlier  cases. 
A  PRO  consists  of,  or  has  available,  a  substantial 
number  of  MDs  or  DOs  to  carry  out  the  review. 
HCFA  contracts  for  PRO  review  for  all  Medicare 
patients  in  a  specified  geographic  area.  In  the 
absence  of  a  PRO,  the  fiscal  intermediary  performs 
these  reviews.  (ProPAC,  revised) 

Physician  Services — Medical  services  to  indi- 
vidual patients  payable  under  Part  B  of  Medicare 
if:  (1)  the  services  are  personally  furnished  to  an 
individual  patient  by  a  physician;  (2)  the  services 
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contribute  directly  to  the  diagnosis  or  treatment  of 
an  individual  patient;  (3)  the  services  ordinarily 
require  performance  by  a  physician;  and  (4)  if 
applicable,  the  services  meet  certain  special  rules 
that  apply  to  services  of  certain  physician  special- 
ists. (48  FR  39794  [1983]) 

Price — As  generally  used,  the  amount  of  money 
asked  for  by  a  seller  in  return  for  a  good  or  service. 
In  the  Medicare  PPS,  the  price  for  a  hospital 
discharge  is  set  by  the  buyer,  the  Medicare  pro- 
gram. (ProPAC) 

Principal  Diagnosis — That  condition  which  af- 
ter study  is  determined  to  be  the  reason  chiefly 
responsible  for  occasioning  the  admission  of  the 
patient  to  the  hospital.  (48  FR  39761  [1983]) 

Principal  Procedure — The  principal  procedure 
is:  (1)  the  one  most  related  to  the  principal  diagno- 
sis; or  (2)  the  one  that  was  performed  for  definitive 
treatment  rather  than  for  diagnostic  or  exploratory 
purposes,  or  was  necessary  to  treat  a  complication. 
If  only  one  procedure  is  performed,  it  is  consid- 
ered the  principal  procedure.  (HCFA) 

Prospective  Payment  (Pricing) — A  method  of 
paying  for  health  care  services  in  which:  (1)  full 
amounts  or  rates  of  payment  are  established  in 
advance,  and  (2)  providers  are  paid  these  amounts 
or  rates  regardless  of  the  costs  they  actually  incur. 
A  distinction  is  sometimes  made  between  payment 
and  pricing  based  on  whether  payment  is  made  in 
advance  for  services  or  the  price  is  simply  set  in 
advance.  (ProPAC) 

Psychiatric  Hospital — An  institution  that:  (1) 
primarily  engages  in  providing,  by  or  under  the 
supervision  of  a  physician,  psychiatric  services  for 
the  diagnosis  and  treatment  of  mentally  ill  persons; 
(2)  satisfies  the  statutory  requirements  of  a  "hospi- 
tal"; (3)  maintains  clinical  records  on  all  patients 
such  that  the  degree  and  intensity  of  the  treatment 
provided  can  be  readily  discerned;  (4)  meets  the 
special  staff  requirements  for  psychiatric  hospitals; 
and  (5)  is  accredited  by  the  Joint  Commission  on 
Accreditation  of  Health  Care  Organizations. 
(48  FR  39755  [1983]) 

Real  Case-Mix  Change — Changes  in  the  mix  of 
patients  and  the  treatments  they  receive.  ProPAC 
recognizes  two  sources  of  real  case-mix  change — 


within-DRG  case-complexity  change  and  across- 
DRG  patient  distributional  change. 
(ProPAC,  revised) 

Reasonable  Charges — Basis  of  payment  under 
which  Medicare  Part  B  medical  and  other  health 
services  are  paid.  The  reasonable  charge  is  the 
lowest  of  the  actual  charge  billed  by  the  physician 
or  supplier,  the  charge  the  physician  or  supplier 
customarily  bills  patients  for  the  same  service,  or 
the  prevailing  charge  most  physicians  or  suppliers 
in  that  locality  bill  for  the  same  service.  In  the 
future,  the  term  "allowed  charge"  will  replace  the 
term  "reasonable  charge."  (ProPAC,  revised) 

Reasonable  Costs— Medicare's  determination  of 
a  provider's  necessary  and  proper  direct  or  indirect 
costs  for  the  efficient  delivery  of  needed  health 
care  services  to  Medicare  beneficiaries.  Histori- 
cally, services  to  beneficiaries  covered  by  Medicare 
Part  A  were  reimbursed  on  the  basis  of  reasonable 
cost.  (ProPAC,  revised) 

Rebasing  of  PPS  Standardized  Amounts — 

Development  of  new  standardized  amounts  through 
the  following  process:  recalculation  using  more 
recent  data,  updating  to  the  payment  year,  and 
publication  for  payment  purposes.  The  term  re- 
basing  can  be  used  in  two  additional  ways.  More 
broadly,  it  can  refer  to  an  adjustment  to  the  level  of 
the  standardized  amounts  before  applying  the  up- 
date factor.  It  can  also  mean  redefining  the  compo- 
nents of  the  standardized  amounts  using  more 
recent  data.  Such  components  include  the  case-mix 
index  and  indirect  teaching  adjustment.  These 
changes  could  be  made  with  or  without  a  change  in 
the  level  of  the  standardized  amounts. 
(ProPAC,  revised) 

Rebundling  of  Hospital  Payment — Payment  to 
hospitals  for  inpatient  services  that  formerly  were 
paid  to  other  suppliers  under  separate  billing.  For 
Medicare,  rebundling  means  paying  hospitals,  un- 
der Part  A,  for  non-physician  services  that,  before 
PPS,  were  paid  to  other  suppliers  under  Part  B.  An 
illustration  of  rebundling  is  including  certain  labo- 
ratory tests  in  the  Part  A  payment  that  previously 
were  billed  separately  under  Part  B. 
(ProPAC,  revised) 

Recalculation  of  Standardized  Amounts — Re- 
computation  of  the  PPS  standardized  amounts 
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using  more  recent  cost  data  to  rebase  or  determine 
the  update  factor.  (ProPAC,  revised) 

Recalibration — The  adjustment  of  all  DRG 
weights  to  reflect  changes  in  relative  resource  use 
associated  with  all  existing  DRG  categories  or  the 
creation  of  new  DRG  categories  or  both.  Recali- 
bration is  always  accompanied  by  normalization. 
(ProPAC,  revised) 

Reclassification — The  creation,  elimination,  or 
modification  of  a  limited  set  of  DRG  categories, 
including  the  reassignment  of  certain  diagnostic  or 
procedure  codes  from  one  DRG  category  to  an- 
other. After  reclassification,  the  resulting  catego- 
ries may  need  to  be  reweighted.  (ProPAC,  revised) 

Rehabilitation  Hospital — A  hospital  which  has 
a  provider  agreement  with  Medicare,  treats  an 
inpatient  population  of  which  at  least  75  percent 
require  intensive  rehabilitative  services  for  one  or 
more  of  the  conditions  which  are  specified  in 
regulation,  and  which  meets  other  criteria  specified 
by  the  Secretary  in  regulation.  A  rehabilitation 
hospital  must  provide  active  treatment  in  a  number 
of  therapeutic  disciplines  including  physical  and 
occupational  therapy.  (FR  39819  [1983]  and  42 
CFR  412.23  [a]) 

Reimbursement — Payment  for  expenses  already 
incurred.  (ProPAC,  revised) 

Restructuring — A  systematic  modification  of 
the  DRG  system  using  more  recent  data,  additional 
clinical  variables,  or  new  assignment  criteria. 
(ProPAC) 

Reweighting — The  adjustment  of  only  certain 
DRG  weights  to  reflect  changes  in  relative  resource 
consumption.  Reweighting  can  be  done  without 
reclassification.  (ProPAC) 

Site-of-Care  Substitution  (Component  of  the 
DAF) — The  DAF  component  reflecting  reductions 
in  average  inpatient  resources  per  case  caused  by 
shifting  services  to  settings  outside  the  hospital 
for  patients  who  would  otherwise  have  received 
such  services  as  hospital  inpatients.  This  compo- 
nent reflects  reductions  attributable  to  shifting 
services  for  patients  who  are  admitted  to  the  hos- 
pital. It  does  not  reflect  the  impact  of  diverting 
entire  admissions  to  out-of-hospital  care  settings. 
(ProPAC,  revised) 


Sole  Community  Hospital  (SCH) — A  hospital 
that  receives  special  designation  by  HCFA  because 
it  is  the  sole  source  of  inpatient  hospital  services 
reasonably  available  to  Medicare  beneficiaries  liv- 
ing in  a  geographic  area.  To  be  designated,  a 
hospital  must  meet  specific  criteria  relating  to 
distance  to  nearest  hospital,  dominant  market  share, 
or  difficult  travel  conditions  related  either  to  severe 
weather  conditions  or  to  local  topography.  If  a 
hospital  meets  the  criteria,  it  can:  (1)  receive 
periodic  interim  payments;  (2)  be  exempt  from 
capital  payment  ceilings;  and  (3)  receive  DRG 
payments  based  on  a  blended  standardized  amount 
reflecting  a  75  percent  hospital-specific  payment 
amount  and  a  25  percent  regional  average  payment 
amount.  (ProPAC,  revised) 

Standardized  Amounts — Components  used  to 
arrive  at  the  Federal  payment  per  discharge  for 
hospitals  under  PPS.  Federal  payment  for  a  dis- 
charge equals  the  standardized  amount  times  the 
hospital's  wage  index,  teaching  adjustment,  dis- 
proportionate share  adjustment,  and  the  relevant 
DRG  weight.  The  original  standardized  amounts 
were  developed  by  averaging  hospital-level  historic 
average  costs  per  discharge.  These  costs  are  stan- 
dardized for  individual  hospital  differences  in  area 
wage  rates,  hospital  teaching  status,  disproportion- 
ate share  status,  and  DRG  case  mix.  The  averaged 
amounts  are  adjusted  for  outlier  payments  and 
updated.  Currently,  there  are  20  standardized 
amounts — 18  regional  amounts  (urban/rural 
amounts  for  each  of  nine  census  regions)  and  two 
national  amounts  (urban/rural).  (See  also  Federal 
Prospective  Payment  Amount.)  (ProPAC,  revised) 

Transfer — For  the  purposes  of  PPS,  a  transfer 
is  defined  as  the  movement  of  a  patient:  (1)  from 
one  inpatient  area  or  unit  of  the  hospital  to  another 
area  or  unit  of  the  hospital;  (2)  from  the  care  of  a 
hospital  paid  under  prospective  payment  to  the  care 
of  another  such  hospital;  or,  (3)  from  the  care  of  a 
hospital  under  prospective  payment  to  the  care  of  a 
hospital  in  an  approved  statewide  cost  control  pro- 
gram. 

(48  FR  39818  [1983]  and  42  CFR  412.4  [h]) 

Transition — The  period  during  which  PPS  pay- 
ments were  based  on  a  blend  of  hospital-specific 
and  Federal  rates.  In  fiscal  year  1984,  payments 
were  based  on  25  percent  Federal  and  75  percent 
hospital-specific  rates.  The  hospital-specific  rates 
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declined  during  the  transition.  During  fiscal  year 
1989,  payments  to  all  hospitals  except  Sole  Com- 
munity Hospitals  will  be  based  entirely  on  Federal 
rates.  (ProPAC,  revised) 

Unbundling  of  Hospital  Payment — Separate 
payment  to  non-hospital  suppliers  for  services  pro- 
vided to  hospital  inpatients.  For  Medicare,  unbun- 
dling of  hospital  payment  refers  to  the  billing 
under  Part  B  for  non-physician  services  to  hospital 
inpatients  which  are  furnished  to  the  hospital  by  an 
outside  supplier  or  another  provider.  Except  where 
a  waiver  has  been  granted  by  the  Secretary,  this 
form  of  unbundling  is  prohibited  under  PPS  and  all 
non-physician  services  provided  in  an  inpatient 
setting  must  be  paid  as  hospital  services.  (48  FR 
39792-93  [1983]) 

Unbundling  of  Hospital  Inpatient  Services — 

The  provision  of  services  on  an  outpatient  basis 
that  formerly  were  furnished  to  inpatients  (e.g., 
performing  diagnostic  studies  before  a  patient's 
admission,  or  providing  rehabilitation  services  af- 
ter the  patient's  discharge).  Alternatively,  unbun- 
dling can  be  viewed  as  the  provision  of  hospital 
services  by  lease  or  other  administrative  arrange- 
ment with  other  suppliers.  Unbundling  of  inpatient 
hospital  services  is  not  prohibited  by  law. 
(ProPAC,  revised) 

Uniform  Hospital  Discharge  Data  Set 
(UHDDS) — A  defined  set  of  data,  developed  from 
the  Uniform  Hospital  Abstract  Minimum  Data  Set, 
which  gives  a  minimum  description  of  a  hospital 


episode  or  admission.  The  UHDDS  includes  data 
on  the  age,  sex,  race,  and  residence  of  the  patient; 
length  of  stay;  diagnosis;  responsible  physicians; 
procedures  performed;  disposition  of  the  patient; 
and  source  of  payment.  The  UHDDS  was  origi- 
nally developed  by  the  National  Center  for  Health 
Statistics.  Since  1974,  the  Department  of  Health 
and  Human  Services  has  employed  the  UHDDS  to 
assemble  information  on  patients  in  the  Medicare 
and  Medicaid  programs.  (ProPAC,  revised) 

Upcoding— Changes  in  medical  record  charting 
and  coding  practices  that  result  in  an  increase  in 
the  average  DRG  weight.  Under  PPS,  hospitals 
have  an  incentive  to  upcode  medical  records,  for 
example,  by  coding  more  thoroughly  and  accu- 
rately. This  results  in  a  different  pattern  of  DRG 
assignments.  Increases  in  case-mix  index  resulting 
from  upcoding  do  not,  however,  reflect  an  actual 
rise  in  resource  use.  (ProPAC,  revised) 

Update  Factor  (Rate  of  Increase  Factor) — The 

percentage  change  applied  to  the  previous  year's 
payment  rates  that  results  in  new  standardized 
amounts.  According  to  statute,  the  update  factor 
should  take  into  account  the  amounts  necessary  for 
the  efficient  and  effective  delivery  of  high-quality 
medically  appropriate  and  necessary  care.  ProPAC 's 
update  factor  recommendation  is  required  to  reflect 
changes  in  the  prices  of  goods  and  services  pur- 
chased by  hospitals  (the  hospital  "market  basket") 
as  well  as  changes  in  hospital  productivity,  techno- 
logical advances,  quality  of  care,  and  long-term 
cost-effectiveness  of  services.  (ProPAC,  revised) 
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